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Pursuantto Section1.401 of the Commission’sRules,47 C.F.R. § 1.401,AT&T Corp.

(“AT&T”) herebyrequeststhat the Commission promptly initiate a rulemaking to reform

regulationof price cap incumbentlocal exchangecarrier (“ILEC”) ratesfor interstatespecial

accessservices. As detailedbelow, thereis now indisputableproofthat: (i) large ILECs, and

particularly the Bell OperatingCompanies(“Bells”), retain pervasivemarket power in the

provision of theseservices,(ii) the large ILECs are abusingthat marketpowerwith patently

unjust andunreasonableratesthat imposea multi-billion dollar annualoverchargeor tax on

American businessesand consumersand also severelyharm both local and long distance

competition,(iii) the Commission’sexisting rules are incapableof addressingthis worsening

crisis, and, indeed,only exacerbatetheproblem,and(iv) the Commissionthereforehasaclear

legal obligationpromptlyto reformits regulationto protectthe public interestandto put anend

to thesemonopolyabuses.



INTRODUCTION AND SUMMARY

The Commissionhasbeenduped. For severalyearsnow, theBells havebeenpeddling

the story that they face substantialcompetition in the provision of high capacity loops and

transportandthat the only appropriateCommissionresponseis reducedregulationandgreater

relianceuponmarket forces. In order to “meet competition” from manyalternativesuppliersof

loopsandtransport,the Bells haveargued,theyhavean urgentneedto escaperate regulationof

theirownspecialaccessservices.

The Bells’ approachto selling their specialaccesstalehasbeenquite clever. Early on,

theyrecognizedthe futility of attemptingto supplyevidenceof actual competitionthat creates

market forces adequateto constraintheir power overprice. The marketplacereality is that,

despite limited, targetedentry, price-constraininglevels of competition in the provision of

specialaccessservicessimply did not (anddo not) existin anylocalmarket,as evenregulators

in the local marketswith the mostcompetitiveactivity haverecentlyheld. Thus, althoughthe

Bellsknewfull well thattheywere(andare) theonly suppliersof high capacitylocal links to the

vastmajority of buildings,theyprofferedthe novel, and,atthe time, largelyunverifiable,theory

that the existenceof somecollocation in some of a Bell’s central offices in an area signals

sufficient competitionto justify rateflexibility and,ultimately,ratederegulation.Without access

to the contraryfactsin the Bells’ solepossession,the Commissionmadea predictivejudgment

that the Bells’ theory was sound, and, noting the great deferenceowed to such predictive

judgments,the courtof appealsaffirmed.

The Bells respondedwith a torrentof “pricing flexibility” requests,and,to no one’sgreat

surprise,theyhadlittle troublemeetingthe “competitivetriggers”thathadbeenadopted.Today,

morethanhalfof the Bells’ specialaccessrevenuescomefrom areasin which theyareno longer
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subjectto pricecapregulation. On currenttrends,specialaccessratederegulationwill be all but

completeby the endofnextyear.

That would havethe makingsof agreatregulatorysuccessstory,but for the unfortunate

fact that the Bells’ own subsequentactionsand submissionsto the Commissionhaveexposed

their story — andthe entire foundationof reducedregulationof their specialaccessrates— as a

fraud. The Bells’ claimsthat their ratesareconstrainedby marketforceswerefalsewhenmade,

are false today, andwill remain false for the foreseeablefuture. The Bells havenot usedrate

deregulationto meetcompetition,but to gougeboth their captivespecialaccesscustomersand

thegeneralpublic. The Bells’ alreadyexorbitantspecialaccessratesandrevenueshavesoared,

andthe ever-increasingannualreturnsthat the Bells enjoy on thoseservicesarenow as muchas

50 percentor more. The Bells’ specialaccesswindfalls alreadyrepresentat least a $5 billion

annualdirect tax on American businessesandconsumers,andthe problem is only worsening.

The Bells’ unjust — and, as comparedto the Bells’ own costs of accessingthe underlying

facilities, patentlydiscriminatory— specialaccessratesare also amongthe greatestthreatsto

both local and long distancecompetition. In short, specialaccessratesthat havelong beena

problemhavenow becomean industrycrisis thatportendsirreversibleharmto competitionand

consumers.ImmediateCommissionactionis imperative.

The relevant facts are straightforwardand indisputable. As the Bells’ own ARMIS

reports confirm, their special accessreturns— andhencethe specialaccessratesthat have

producedthosereturns — are, without exception,both grossly excessiveand rapidly rising.

Indeed,the colossalreturnsreflectedin the Bells’ embeddedcostARMIS datagreatlyunderstate

theBells’ windfalls. Comparingthe Bells’ specialaccessrevenuesto their true economiccosts

of providingthosedominantcarrierservicesrevealsthattheir annualreturnsaresimply obscene
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— ratesaremorethandoublecosts. In everyareain which theyhavereceivedpricing flexibility,

theBells haveavoidedthesubstantial“X-Factor” productivity reductionsthat would otherwise

havebeenrequiredin the absenceof pricing flexibility, andeithermaintainedratesatprevious

levelsor raisedratesstill further. And, as furtherconfirmationof theirenduringmarketpower,

theBells havemanagedto increasetheir specialaccesssalesevenas theycontinueto inflate the

rates for those services and to provide their unaffihiated special accesscustomerswith

remarkablypoor (andoftendeteriorating)performancein deliveringthoseservices. Indeed,the

Bells’ specialaccessrevenueshavemorethantripled since1996. By anystandard,thesefacts

aloneestablishthatthe Bells retainconsiderablepoweroverprice,thatneithermarketforcesnor

the existingregulatoryschemeconstrainsthatpower, andthatexisting specialaccessratesare

unjustandunreasonable.

The resultingharmto consumersandcompetitionis immense. The dwindling ranksof

competinglocal carriersmust, of course,passon to consumersthe Bells’ specialaccessrate

increases. By chargingother carriers theseinflated rates, the Bells also avoid retail price

competition. This is not lost on businessandconsumergroups,which are increasinglyvoicing

their oppositionto the Bells’ specialaccessabuses,most recentlyin Commissionproceedings

directedat the otherprimary outlet of the Bells’ special accessmarketpower, discriminatory

provisioningandpoor performance. The Bells’ specialaccessratesare, if anything,an even

biggerproblem. In generatingbillions of dollarsof windfalls eachyear,the Bells’ specialaccess

“tax” placesasubstantialdragon the nation’seconomy.

But the harm from failing to curb the Bells’ special accessmarketpower runs much

deeper. The Bells’ high capacity loops and transport,which are characterizedby enormous

economiesof scale(and sunk costs), remain essentialinputs for competitivelocal exchange
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carriers(“CLECs”). Although Congressaddressedthat reality by requiring theBells to lease

thosefacilities at forward-looking economiccosts,the Bells evadethat obligationthroughthe

“use” and “commingling” restrictionsthat the Commissionhas allowed them to imposeon

competitors,andthusCLECshaveno choicebut to paythe Bells’ exorbitantspecialaccessrates.

That gives the Bells, which accessthosesamefacilities at their muchlower economiccosts,an

enormouscostadvantagein competingto servebothbusinessandresidentialcustomers.Worse

yet, pricing flexibility (both “PhaseI” contracttariffs and“PhaseII” rate deregulation)allows

theBells to useanticompetitivepricediscriminationandprofitably to targetwith predatoryrates

the small minority of buildingswhere CLECs might otherwisehave a fighting chance. Real

customerchoicecannotbe sustainedunderthesecircumstances.

The Bells’ unlawful special access rates are equally destructive of long distance

competition. Local accessis, of course,an essentialinputfor long distanceservices,and, asthe

Commissionhasexpresslyrecognized,absentregulation,the Bells haveboth the incentive and

ability to useinflatedaccesschargesto “price squeeze”their long distancecompetitors. In the

past,the Commissionhaspointedto price cap regulationandnetwork elementsubstitutesfor

accessascheckson Bell price squeezes,but thoseareobviouslyno checksat all in the faceof

rate deregulationanduseandcomminglingrestrictions. If the Bells’ long distancerivals must

continueto paymorethantwice the Bells’ own forward-lookingeconomiccostsof local access,

remonopolizationis inevitable.

Thereis only one responsibleand lawful Commissionsolution to this special access

crisis. The Commissionhas ample authority to, andmust, initiate a rulemaking and, on an

expeditedbasis,reformandtightenits specialaccessrateregulationsto the full extentnecessary

to protectconsumersandcompetitionand to curb the Bells’ existing ability to imposeunjust,
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unreasonableand discriminatorychargesfor their specialaccessservices. At a minimum, the

Commissionshould revokepricing flexibility andreinitialize price capsto levelsdesignedto

producenormal,ratherthanmonopoly,returns. Moreover,existing specialaccessratesareso far

out of line with lawful, compensatorylevelsthatthe Commissionshould,asan interimmeasure,

(1) reduceall specialaccessrates subject to PhaseII pricing flexibility to levels that would

producean 11.25% rate of return, and (2) imposea moratoriumon considerationof further

pricing flexibility applications pending completion of the rulemaking. In addition, the

Commissionshould specify that accesspurchasersmay take advantageof this interim relief

without triggering any terminationliabilities or other penaltiesin the Bells’ optional pricing

plans.

This courseof actioncanno longer be considereddiscretionary. The Communications

Act requiresthat all chargesin connectionwith commoncarrierservicesbejust andreasonable,

47 U.S.C. § 201, and it is well establishedthat the Commissionhas a duty to enforcethat

requirement.Thereareno circumstancesunderwhich permittingthe Bells to earnsuch“creamy

returns”at the public’s expensecould be squaredwith theserequirements.1But, as the courts

havestressed,where, as here,the Commissionhas basedits existing regulatoryregime on a

predictivejudgment,it is absolutelyimperativethat “the Commission. . . vigilantly monitorthe

consequencesof its rate regulationrules.”2 “If, in light of the actual marketdevelopments,the

Commissiondeterminesthat competitionis not havingthe anticipatedeffect on accesscharges,”

it must“revisit the issue.”3 The existingrelaxed(and,to a largeextent, nownonexistent)rate

Farmers Union Cent. Exchange,Inc. v. FERC, 734 F.2d 1486, 1502-03 (D.C. Cir. 1984)

(“Farmers Union Ii”).
2AmericanCivilLiberties Union v. FCC, 823 F.2d1554, 1565 (D.C. Cir. 1987).

~ TexasOffice of Public Utility Counselv. FCC, 265 F.3d 313, 325 (
5

th Cir. 2001); seealso

SWBTv.FCC, 153 F.3d523, 547 (8thCir. 1998) (same);seealso CELLNETv.FCC, 149 F.3d
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regulation of interstatespecialaccessreflectspredictivejudgmentsthat market forces would

constrainthe Bells’ specialaccesspricing. It is now clearthatthosepredictionswerewrong and

thatrateregulationis, and, fortheforeseeablefuture, will remain,vitally necessaryto combatthe

Bells’ market power and to ensure that special access chargesare just, reasonableand

nondiscriminatory.

It is no answerto point out that the Bells’ captivecustomerscould file Section 208

complaintsto addresstheBells’ abusesin eachof thehundredsof MSAs in which theyprovide

specialaccessservices. As theD.C. Circuit haswarned,the existenceof sucha “safety valve” is

no defenseto aclaimthatthe underlyingregulatoryregimeis unlawful.4 Thereis accordinglyno

scenarioin which the Commissionlawfully can avoid addressingthe specialaccesscrisis, and

AT&T strongly urges the Commissionpromptly to initiate the rulemaking sought by this

petition.

I. THE BELLS’ SPECIAL ACCESS RATES ARE GROSSLY EXCESSIVE AND
UNLAWFUL AND ARE BECOMING MORE SO.

It can no longer be disputed that the Bells’ special accessrates are unjust and

unreasonableandthat theseunlawful ratesarenot randomor temporaryoccurrences. Rather,

fundamentalmarketplaceandregulatoryconditionsaredriving a consistent,industry-widetrend

resultingin higher andhigher ratesof returneveryyear for eachBell holding company. It is

equallyclearthat the Commission’sexistingschemeof rate regulationis not respondingto this

429, 442 (
6

t~~Cir. 1998) (“If the FCC’s predictionsabout the level of competition do not
materialize,then it will of courseneedto reconsiderits [regulations] in accordancewith its
continuingobligationto practicereasoneddecisionmaking”);Bechtelv. FCC, 957 F.2d873, 881
(D.C. Cir. 1992)(it is “settledlaw that an agencymaybe forced to reexamineits approachif a
significantfactualpredicateof aprior decision.. . hasbeenremoved.”).

“See, e.g.,Time WarnerEntertainmentCo. v. FCC, 56 F.3d 151, 176(D.C. Cir. 1995).
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trend, but instead is allowing it to spiral more and more out of control every year, with

increasinglynegativeconsequencesfor consumersandcompetition.

The Bells’ ownARMIS reportsto theCommissionestablishthat theBells’ ratesofreturn

on special accessare triple, quadruple,even quintuple, the 11.25% rate of return that the

Commissionfoundjust andreasonablefor dominantILEC servicesin 1990 (which is itself far

too high given the muchlower inflation anddecreasedborrowing ratesthatprevail today). For

2001,theBells’ specialaccessratesof returnwereas follows:5

BellSouth 49.26%

Qwest 46.58%

SBC 54.60%

Verizon 21.72%

Verizon(excludingNYNEX) 37.08%

Theseextraordinarilyexcessivereturnsare no aberration;theBells are fleecing special

accesscustomersnationwide,and, by doing so, arereapingshockingwindfalls. For example,

SBC’s specialaccessrevenuesin 2001 exceededamountsthatwould haveproducedan 11.25%

rateof returnby an astonishing$2.5 billion. For the sameyear,Verizon,BellSouth,andQwest

reaped special accesswindfalls of more than $1 billion, $966 million, and $710 million,

respectively.Thus,for 2001 alone,the Bells’ excessivespecialaccessrateswereequivalentto a

morethan$5 billion taxon Americanbusinesses.

Thesepatentlyexcessivereturnsrepresentconclusiveproof of the Bells’ overwhelming

marketpower. In fully competitivemarkets,marketforcesdriveprices towardcosts. Costs,of

~ Theseratesof return were calculatedfrom 2001 ARMIS 43-01, Table I, Cost andRevenue
Table,Column5, Rows 1910 and1915. SeeFriedlanderDec.¶~J2-4 & Exhibit 1 (TabA).
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course,includethe “cost of obtainingdebtandequity financing.”6 But in competitivemarkets,

debtandequityinvestorsearn— andacompanycanpay— only “normal” profits thatcompensate

investorsfor the riskinessof the investment.7 That is becauseany attemptby a firm in a

competitivemarketto chargepricesthatwould allow it to earnmorethana normal,risk-adjusted

rate-of-returnwould causethe firm to losebusinessto otherfirms that chargedpricesthat reflect

the lower level of returnthatwould still be sufficient to induce investment. It is preciselyfor

thesereasonsthatthe very definition of monopolyprofit is a returnin excessof normalprofits.8

Andtherecanbe no seriousclaim thatthe Bells mustearn50 percentratesof returnto attract

capital.

The trend in the Bells’ excessreturnsfor interstatespecialaccessis evenmorealarming.

As the following chartdemonstrates,the Bells’ interstatespecialaccessratesof returncontinue

to grow every year, with no exceptions,and with year-to-yearincreasesthat are quite

remarkable.9

6 CompetitionOrder, 11 FCCRcd. 15499,¶ 700 (1996).

7Id.
8 SeeOrdover/WilligDec.¶ 23 (TabB).

~SeeFriedlanderDec.¶ 5 & Exhibit 1.
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Moreover,returnscalculatedfrom the Bells’ ARMIS reports,ashigh astheyare,grossly

understatethe extentof the Bells’ specialaccesstax on American consumersandbusinesses.

The costs reportedon the Bells’ ARMIS reportsare, of course,embeddedcosts. And, as the

Commissionand the courtshave consistentlyrecognized,the Bells’ true costs of providing

servicesover their local networksaretheirmuchlower forward-lookingeconomiccosts.’°The

Bells’ specialaccessratesexceedtheireconomiccostsby enormousmargins.

Special access services are provided over the same facilities and are functionally

equivalentto high capacityioop and transportunbundlednetwork elements. Yet, the Bells’

month-to-monthspecialaccessratesare generallydoubleor moretheir comparableUNE rates.

The Declarationof JosephStith(attachedheretoas Tab C) comparesthe Bells’ tariffed interstate

special accessrates,on a state-by-statebasis,with the ratesfor the functionally equivalent

unbundlednetworkelements.Forservicesstill subjectto pricecap regulation,the Bells’ month-

to-month DS1 and DS3 specialaccessratesare routinely more than 100% higher than the

comparableUNE rates,andsometimestheyareeven200% or 400%higher. Thus, if theBells’

annualspecialaccessreturnsarecalculatedon the basisof their economiccosts,ratherthantheir

embeddedcosts, it becomesclear that their real returns on these monopoly services are

astronomical.

10 See,e.g.,Local CompetitionOrder¶ 679(“We believethatour adoptionof a forward-looking

cost-basedpricing methodology . . . estabish[es]prices . . . basedon costs similar to those
incurred by the incumbents.”); Verizon CommunicationsInc. v. FCC, 122 5. Ct. 1646, 1672
(2002) (coststhat exceedTELRIC are inefficient costs);Alenco CommunicationsCo. v. FCC,
201 F.3d608, 615 (

5
t~~Cir. 2000)(“ratesmustbe basednoton historical, bookedcosts,but rather

onforward-looking,economiccosts. After all, marketpricesrespondto current costs;historical
investments,by contrast,aresunkandthusignored.”).
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In thepast,the Bells haveattemptedto justify thedisparitybetweentheir specialaccess

ratesandforward-lookingcostsby attackingthe Commission’s“TELRIC” rules, claiming that

since special accessratesare “competitively disciplined,” TELRIC must be consideredthe

problem. In fact, it is theBells’ argumentthat is flawed. At theoutset,it is difficult to conceive

how attackingTELRIC couldaid theBells in this context,given that theBells’ specialaccess

ratesare soplainly excessiveevenas comparedto their preferredembeddedcost standard. In

anyevent,the SupremeCourt hasflatly rejectedthe Bells’ criticismsof TELRIC andhasupheld

thatestablishedforward-lookingcostestimationmethodologyas afully valid andcompensatory

method of calculating the Bells’ true costs.” Indeed, TELRIC is, if anything, overly

compensatory,giventhat costsmustbe calculatedon the basisof existingwire centerlocations

andgiven the inevitable regulatorylag in TELRIC price adjustments.’2The Bells thushaveit

preciselybackwards: their ability to chargespecial accessratesthat are multiples of their

forward-looking costs demonstratesthat their special accessservices are not subjectto any

meaningfulcompetitivediscipline.

Any possibledoubtabouttheBells’ pervasivemarketpowershouldbe put to restby the

overwhelmingevidencethat the Bells have,without exception,maintainedor evenraisedtheir

specialaccesspriceswhengiven flexibility to do soandhavehadno troubleretainingcustomers

— and,indeed,greatly increasingsales— in the wakeof thoseprice increases. Beginningin the

fall of 2000,the Bells havesoughtandwon pricing flexibility in numerousMSAs. As of the

2002 tariff filings, approximately59 percentof the Bells’ specialaccessrevenues(excluding

GTE) are no longer subject to price cap regulation. In everyMSA in which the Bells have

~ SeeVerizon,122 S.Ct. at 1672.
‘21d at 1670.
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obtainedthis “PhaseII” pricing flexibility, theyhavemaintainedor evenraisedtheir rates,which

are now consistentlyabovewherethey would otherwisebe underpricecaps. In particular,if

theseserviceshad remainedsubjectto pricecapregulation,the Bells would havebeenrequired

to apply substantialX-Factorreductionsto theseratesin both2001 and2002.’~The elimination

of price cap regulation for these services has allowed the Bells to avoid those X-Factor

reductions(and to keep rates at pre-pricing flexibility levels), which has deprived access

purchasersof over $390 million dollars in rate reductionsthat they would otherwisehave

receivedsincethe inceptionof pricing flexibility.’4

Evenmoreegregiously,bothBellSouthandVerizonhaveincreasedspecialaccessrates

in every MSA in which they havebeenawardedPhaseII pricing flexibility. For example,

Verizon increasedits month-to-monthDS1 ratesasmuchas 15% (andits month-to-monthDS3

ratesby 6%) in everyMSA in which it wonPhaseII pricing flexibility, evenin largecities such

as New York andBostonwherethe presenceof competitorsis greatest.15Similarly, BellSouth

raisedits month-to-monthDS3 ratesby almost9%, andits DS1 ratesby approximately8%, in

eachof the MSAs in which it receivedPhaseII pricing flexibility, including suchlargecitiesas

Atlanta andMiami.’6

The Commissionrequiredprice cap LECs to continueto file their rates in tariffs even

after receivingPhaseII pricing flexibility (i.e., removal from price caps),and thereforeit is

13 ~ C.F.R.§ 6l.45(b)(1)(iv).

14 SeeStithDec. ¶ 11. Forexample,for DS1 term rates— which representthe largestvolumes
andthe largestexpense— SBC-SouthwesternBell’s pricing flexibility ratesare35% higherthan
the price caprates,SBC-PacificBell’s are24% higher,Verizon-Bell Atlantic-South’sare 16%
higher,andVerizon-Bell Atlantic-North’sare7%to 14%higher(dependingon the state).

15 VerizonTransmittalNo. 134 (December21, 2001).
16 BellSouth filed TransmittalNo. 608, effectiveNovember1, 2001, increasingSpecialAccess

ratesfor DS3 andDS1 servicesin MSAs with PhaseII pricing flexibility.
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possibleto comparethe Bells’ tariffedPhaseII rateswith theirprice cappedratesin eachstate.

The tariffed rate in PhaseII MSAs no longer subjectto pricecapregulationis equalto or higher

thanthe rate for the sameservicein areasthatremainsubjectto pricecap regulationfor virtually

everyspecialaccessservicein everystatefor everyBell.’7

The Bells’ only defenseofthis nakedexerciseof monopolypowerhasbeento seizeon

the Commission’sspeculationin the Pricing Flexibility Order (~J155) that “some accessrate

increasesmay be warranted,becauseour rules may have requiredincumbentLECs to price

accessservicesbelowcostin certainareas.” But suchaclaim is obviouslyunsustainablein light

of the Bells’ grosslyexcessiveratesof return. In light of the facts, the notion thatprice caps

wereholdingtheBells’ ratesbelowcostsis preposterous.Indeed,eventhoughtheBells’ ratesof

returnwerealreadyexcessivewhentheywereawardedpricing flexibility, it is strikingthatafter

mostspecialaccesshasnowbeenremovedfrom pricecaps,the Bells havenot seenfit to respond

to competitionby loweringtheirratesin anyofthoseMSAs.’8

Theserateincreasesareparticularlyanticompetitive,becausetheareasin which theBells

haveobtainedPhaseII deregulationtendto bethe moredenselypopulatedareasandthus would

typically be characterizedby coststhat are lower thanthosein theareasin which the Bellshave

not receivedpricing flexibility. The fact that the Bells’ ratesareconsistentlyhigherin the lower

costareasis vivid proofthatthe Bells retain overwhelmingmarketpowerin everylocal market,

including thosewith themostcompetitiveactivity.

17 The only exceptionis Ameritech’s ratesfor OC-3; the pricing flexibility rate is onepercent
lower thanthe pricecaprate. The chartattachedto the Stith Declarationis basedon eachBell’s
ratesasof August 1, 2002,andeachpriceis calculatedas a ten mile stand-alonecircuit in order
to facilitate apples-to-applescomparisons.If the distancewerechangedfrom ten miles to five
miles, thepricing flexibility ratewouldbehigherevenfor Ameritech’sOC-3 service.
~ SeeOrdover/WilligDec. ¶ 30.
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At the sametimethat the Bells havebeenincreasingalreadyabove-costaccesscharges,

IXCs and other competitive local carriershavebeenincreasinglyforced to rely on the Bells’

accessservices,evento providecompetitivelocal services. This canbe seenmostdirectly in the

dramaticincreasein the Bells’ specialaccessrevenues.Specifically, specialaccessrevenuesof

the Bells havemorethantripled since1996,from $3.4 billion to $12.0billion. Onceagain,this

trend holds true for all of the Bells andhasbeenvery consistentfrom yearto year; indeed,if

anythingthetrendhasbecomemorepronouncedin recentyears.’9

Of course,if lastmile alternativesto theBells’ facilities truly existed,the Bells wouldnot

be able to imposestaggeringrate increasesandsimultaneouslyincreaseoverall usageof their

networks. Nor havecarriersbeenable to useUNEsto bypassthe Bells, asCongressintended.

As AT&T hasexplainedin detail in the Triennial UNE Review Proceeding,becauseof the

Commission’suseandcomminglingrestrictionson enhancedextendedlinks (“EELs”), IXCs and

competitivecarriersmustrely on Bell specialaccessin orderto provide bothexchangeaccess

‘~SeeFriedlanderDec.¶ 7 & Exhibit 2.
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andlocal service.2°Thus, competitiveentry into the local markethashadtheperverseeffect of

swellingthe Bells’ specialaccessrevenues(andthustheirexcessiveearnings).

The Bells’ abysmalperformancein provisioningtheirspecialaccessservicesevenasthey

continueto raisetheir specialaccessratesfurtherconfirms the Bells’ continuingmarketpower

andthe needfor immediatereformof rateregulation.2’ The JointCompetitiveIndustryGroup,

which representsthe entirespectrumof purchasersof specialaccess(including non-carrierend-

user customers),hasdocumentedthe Bells’ patentlyunacceptableperformanceand proposed

specificperformancemetricsandother remedies. The fact that customers,including end-user

customers,staywith the Bells in the face of both widespreadserviceproblemsandexcessive

rates,is conclusiveproofthatcustomersrarelyhavealternativesuppliers.22

In sum, in enactingthepricing flexibility regime,theCommissionrecognizedthatpricing

flexibility could be lawful only to the extent that “price cap LECs do not increaserates to

unreasonablelevels for customersthat lack competitivealternatives.”23 But the indisputable

evidence now shows that price cap LECs are increasingrates to unreasonablelevels for

customersthat lack competitivealternatives. The Commissioncannotallow this situationto

continue. The Commission’sprime directive is to protect the public interestby ensuringthat

telecommunicationsservicesareprovided“at reasonablecharges.”24By anymeasure,the Bells’

20 SeeCommentsof AT&T Corp., CC DocketNo. 01-338etal., at 136-40(filed April 5, 2002)

(“AT&T Triennial ReviewComments”);ReplyCommentsof AT&T Corp., CC DocketNo. 01-
338,at283-300(filed July 17, 2002)(“AT&T TriennialReviewReplyComments”).
21 SeePerformanceMeasuresandStandardsfor InterstateSpecialAccessServices,CC Docket

No. 01-321,Notice of ProposedRulemaking(rel. Nov. 19,2001); Id., Commentsof AT&T, filed
January22,2002.
22 SeeOrdover/WilligDec.¶ 31.

23 PricingFlexibility Order, 14 FCCRcd. 14221,¶ 3 (1999).

2447 U.S.C. § 151.
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specialaccesschargesexceedlawful levels by billions of dollars. Although this specialaccess

taxundoubtedlybenefitstheBells, it inflicts greatharmon the public andis an enormousdrag

on the U.S.economy.

II. THE BELLS’ UNLAWFUL SPECIAL ACCESS RATES ARE HAVING SEVERE
AND GROWING ANTICOMPETITIVE EFFECTS.

The Bells’ “creamyreturns”alonerequirethe Commissionto reformits regulationof the

Bells’ specialaccessrates.25 But regulatoryreformis alsonecessaryto preventthe Bells from

using their control of bottlenecknetwork facilities to raise rivals’ costs, to foreclose the

developmentof local competition,andto impedelong distancecompetition. Giventhe fragility

of emerginglocal competitionand the recententryof the Bells into the long distancemarket,

thereis anurgentneedto foreclosethisanticompetitiveconduct.

A. The Bells’ ExcessiveSpecialAccessRates Impede The Ability Of CLECs To
Self-DeployAlternative Transmission Facilities.

The Bells’ bloatedaccesschargescreatean enormouslocal entry barrier. As describedin

greaterdetail in Part III below, there are generally no alternativesto the Bells’ last mile

transmissionfacilities, even high-capacityloops and transport facilities. Thus, competitive

carriersthat seekto self-deployswitchesarecritically dependentupon incumbenttransmission

facilitiesto connectcustomerlocationsto their switches.

Competitive carriers also need accessto Bell transmissionfacilities as a “bridge”

mechanismto self-deployingtheir own transmissionfacilities in the few instanceswhereit is

theoreticallyeconomicto do so. The reasonsfor this are quite simple. Given the sunk cost

natureof transmissionfacilities, competitivecarrierssimply cannotbuild transmissionfacilities

25 Farmers UnionII, 734 F.2d at 1502-03;Illinois Bell Tel. Co. v. FCC, 988 F.2d 1254, 1260

(D.C. Cir. 1993). Seealso PotomacElec.PowerCo. v. Public Utils. Comm‘n ofthe District of
Columbia, 158 F.2d 521, 527 (D.C. Cir. 1947) (quotingDayton-GooseCreekR. Co. v. United
States,263 U.S.456,483 (1924)).
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“on spec”andhope thatcustomerswill showup. Rather,theyneedsomereasonableassurance

thatthereis sufficient demandto supportadeploymentof transmissionfacilities. USTA v. FCC,

290 F.3d415, 424 (D.C. Cir. 2002)(“accessto UNEsmayenableaCLEC to enterthe market

gradually, building a customer baseup to the level where its own investmentwould be

profitable.”). Customers,on the otherhand,areunderstandablynot willing to commit to service

andthenwait the manymonths(andin somecases,years)that it takesto securethe necessary

rights-of-wayandbuild transmissionfacilities.26

The availability of UNEs couldmitigate theseentrybarriersby allowing aCLEC to win

customers immediately by purchasingaccessto incumbent network facilities and then to

construct the transmissionfacilities to serve its growing customerbase. In its Supplemental

OrderandSupplementalOrderClarjflcation, however,the Commissionpermittedincumbentsto

impose“use” and“commingling” restrictionson combinationsof unbundledloopsandtransport

facilities that havepreventedCLECs from converting specialaccessservicesinto unbundled

network elementsin all but the most unusualcircumstances.27 Thus, the only alternatives

available to CLECs arethe Bells’ specialaccessservices. As a result, over 98% of AT&T’s

facilities-basedlocal servicefor businesscustomersusingincumbentfacilities of DS-1 level or

higheris providedoverincumbentspecialaccessservices,not UNEs.28

Meaningful facilities-basedcompetitionis simply not possibleunder theseconditions.

As explainedabove,specialaccessratesaretypically twice (andsometimesthreeor four times)

the TELRIC ratesfor the comparableUNEs. BecauseTELRIC measuresthe incumbent’strue

26 Seeinfra PartIII.A.

27 Commentsof AT&T Corp.,CC DocketNo. 96-98,at 18-23(filed April 5, 2001)(“AT&T Use

RestrictionComments”);AT&T Triennial ReviewReply Commentsat283-300.
28 SeeAT&T TriennialReviewReply Commentsat283 & PfauReply Dec.¶ 26 n.10.
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economiccosts,29the fact that accessratesaretwice TELRIC meansthat the CLEC’s cost of

accessingthe underlyingfacilities is usually twice (or more) that of the incumbent. And a

competitivecarriergenerallycannotjustify constructingits own transportfacilities unlessit can

aggregatetraffic from numerousLSOs to a hub, andthenplace the aggregatedtraffic onto its

own transportfacilities at the hub.3°CLECsarethus forced into a Hobson’sChoice: theycan

eitherpayexcessivespecialaccessratesto reachthoseadditionalLSOsandtherebyinternalizea

coststructurethatwill not allow themto competeeffectively with the Bells, or theycanattempt

to build fiber facilities with enormousexcesscapacityandsubstantialup front coststhatwould

dwarf thereasonablyanticipatedrevenuestream. In eithercase,thesecosts— which the Bells do

not face— aretruebarriersto entrythatsimply foreclosebroaderfacilities-basedcompetition.

B. Existing RegulationPermitsThe BellsTo Target Their Market Power.

The competitivedamagepermittedunderthe existing rules goeswell beyondallowing

the Bells to charge excessiveprices for critical inputs that serve as a necessarybridge or

complementto facilities deployment. The Bells’ ability to engagein discriminatorycontract

tariffs is equallypernicious,becauseit allows the Bells surgically to foreclosecompetition. In

particular,the existingpricing flexibility rulespermit the Bells to price discriminatein orderto

prevententry or drive competitorsout of the marketand to uselong term contractsto deny

competitorsaccessto thetraffic necessaryto justify facilities deployment.

TheExistingRegulationsPermitTheBells To EngageIn ExclusionaryPricing Behavior.

It hasbeennotedthat the Bells’ grosslyexcessivespecialaccessratescreatea“price umbrella”

29LocalCompetitionOrder¶ 679.

30 SeeAT&T TriennialReviewReplyCommentsat251-52.
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for CLECs that deploy alternativefacilities. However, as ProfessorWillig hasexplained,the

sunkcostnatureof investmentin transmissionfacilitiesmeansthat

relianceon the existenceof this pricing umbrella. . . is veryrisky. To the extent
that an ILEC can price discriminate,it will be able to lower pricesselectively,
only to thosecustomersthat could potentiallybe servedby the new entrantand
keeppriceshigh for all othercustomers. For example,if a competitivecarrier
wereto deploytransportfacilities betweentwo points,an ILEC could respondby
lowering priceson that routebut not anyothers. Also, the priceumbrellacould
be collapsedby the possiblefuture entryof other CLECs. Thus,evenif aCLEC
canbe reasonablysurethatpriceswill remainstablein the nearterm after entry,
to be successfulover the long term, it must enter at costs comparableto the
ILEC’s becausethere remainsa significant risk that the ILEC will ultimately
chooseto lower its pricesdowntowardsits costs.3’

The Commissionin its Pricing Flexibility Order (~79) was “concerned” about this

precisepoint. The Commissionobservedthat “PhaseI relief, which enables[the Bells] to offer

contract tariffs to individual customers,[could permit the Bells] to engagein exclusionary

pricing behavior.” Id. In particular,the Commissionobservedthat, absentregulation,the Bells

hadthe ability to “reducepricesin the short run andforgo currentprofits in orderto preventthe

entryof rivals or to drive themfrom the market.” Id Indeed,becausetheBell almostalways

enjoyssubstantialadvantagesover the CLEC in termsof per-unit costs,the Bell canreduceits

ratesto apointbetweenits ownunit costandthat of the CLEC at anytime. As aresult, the Bell

candrive anyCLEC from the market to theextentthe CLEC’s businessplanis basedon being

ableto chargeprevailingsupracompetitiveaccessprices.32

The Commissionfoundthat theseconcernswould be addressedby its decisionto grant

downwardpricing flexibility only whereCLECs hadmade“substantialsunkinvestment.” Id. ¶

80. The Commissionreasonedthatwhereinvestmentin alternativefacilities hadbeensunk,the

31 AT&T Triennial ReviewReplyComments,Willig Reply Dec.¶ 25.
32 SeeAT&T TriennialReviewReplyComments,LesherReplyDec.¶ 28.
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Bells would haveno incentiveto engagein exclusionarybehaviorbecausetherewouldbe little

prospectof driving the CLECsout of the market. “If acompetitiveLEChasmadeasubstantial

sunk investmentin equipment, that equipmentremains available and capableof providing

service in competitionwith the incumbent, evenif the incumbentsucceedsin driving that

competitorfrom themarket.” Id

Experiencenow showsthat the Commission’sbelief that its pricing flexibility triggers

“measurethe extent to which competitorshave madesunk investmentin facilities used to

competewith the incumbentLEC” was erroneous.Forexample,thetrigger for deregulationof

dedicatedtransportis inherentlyflawed,becauseit focusesonly on whetherthereis somefiber

deployedin acollocation,andnot whetherthe CLEC’s transportfacilities fully bypassthe Bell’s

transportfacilities. Indeed,as the Commissionitself noted in the Pricing Flexibility Order (~

81), most transmissionfacilities in a collocation are trunk-side “facilities leading from the

collocatedequipmentto the IXC POP.” As a result, the Commission’sdedicatedtransport

triggerderegulatesthe Bell’s transportrates,eventhoughthe CLEC hasbypassedonly oneof the

transportlinks includedin that service— the Bell’s entrancefacilities. The triggersfor channel

terminationsare even lessrepresentativeof the existenceof relevantsunkinvestment,because

they rely exclusively on a showingof transportdeploymentas evidenceof ioop deployment.33

Underthis test,aBell canreceivederegulationof its channelterminationrateswithout showing

thatCLECshavedeployedasingle ioop anywherein the MSA. In otherwords,the collocation

trigger identifies only thepossibility of competitivefacilities betweenthe collocationcageand

~ This is rather like deregulatingthe ratesfor first classmail becausethereis competitionfor
overnight deliveries under the “trigger” that post offices are used in the delivery of both
overnight mail packagesand first classmail. In effect, the existing special accesspricing
flexibility triggersallow deregulationof “first classmail” (here,transportandcustomerchannel
terminations)becausethereis competitionfor “overnight packages”(entrancefacilities) through
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the competitor;it saysnothingaboutthe potential for competitionbetweenthe collocationcage

andthe customer— i.e., interofficetransportandloop equivalentfacilities.34

The Commission’s “percentageof revenues”trigger is especially pernicious. The

Commissionoffered the Bells two alternativetriggers: they could demonstrate“fiber-based

collocations” in acertainpercentageof the wire centersin an MSA, or they could show fiber-

basedcollocationsin wire centersrepresentinga certainpercentageof the Bell’s revenuesfrom

the relevantservicesin that MSA. The “percentageof revenues”testusuallymeansthatthe Bell

needonly demonstratefacilities-basedcollocationsin an evensmallerpercentageof wire centers

(i.e., thosein the mosturbanareaof the MSA), and— not surprisingly— the Bells haverelied

almostexclusivelyon thatalternativetrigger in winning pricing flexibility all overthe country.

The Existing RulesPermit The Bells To EngageIn CustomerForeclosure. As the

Commission recognizedin its Pricing Flexibility Order, the Bells can prevent facilities

competitionby engagingin customerforeclosure. In particular,

[am incumbentcan forestall the entry of potentialcompetitorsby “locking up”
largecustomers. . . . Specifically,largecustomersmay createthe inducement
for potential competitorsto invest in sunk facilities . . . . To the extent the
incumbentcan lock in the larger. . . customerswhosetraffic would economically
justify the construction of new facilities, the incumbents can foreclose
competitionfor thesmallercustomeras well.35

It is now clearthat the existing rules do not preventthis type of exclusionaryconduct.

The Bells are using their marketpowerto force carriersto enterinto anticompetitiveoptional

pricing plans(“OPPs”) that removeeventhe possibility thatmarket forcescould constrainthe

the useof the collocationcages(postoffices).

~“ This is especially problematic becauseentrance facilities representa relatively small
percentageof the overallcostof specialaccess(typically around15 percent).

~ PricingFlexibility Order¶ 79.
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Bells’ marketpower. The Bells havethreatenedIXCs with evenhigher ratesunlesstheysign

long-termcontractswith hugepenaltiesfor earlytermination. Carriershaveagreedto theseOPP

deals,becauseof the urgentneedto cut accessexpense(or, atleast,to keepit from rising even

further).

TheseOPPs are severelyanticompetitive. For example,virtually all of theseplans

require AT&T to commit to certainlevels of annualpurchasesto obtainthe discounts. As a

result, if AT&T wereto migrateevena relatively smallportionof its traffic to its own or Bell

competitors’facilities, it would losethe OPPdiscounts(typically on a regionwidebasis),which

in most caseswould dwarf whatever savings AT&T could achieve by using competitive

alternatives. Indeed, someBells have insistedon specific penaltiesfor migrating traffic to

competitors.36Andevenif morebroadlyavailablealternativeswereto becomeavailable— e.g.,

if the Commissionwere to eliminateuserestrictionson EELs or if broad-basedfacilities-based

alternativesweresomehowto emerge— AT&T couldnot takeadvantageof them in manycases,

becausevirtually all of theseOPPplansimposesubstantialpenaltiesfor earlywithdrawal, which

wouldnegateanysavings.37Moreover,asthe Commissionrecognizedin thePricing Flexibility

Order, long term contractscan alsoprevententry becausethe Bells havelockedup the largest

36 For example,SBC’sManagedValue Plansrequirethat, to the extentAT&T meetsits special

accessneedsoverSBCfacilities (as it overwhelminglymust),it mustuseUNEsto provisionno
morethan5% of thoseneeds,andit mustmeet95% or moreof thoseneedsusingSBC special
access. Similarly, Qwest’splansrequireAT&T to pay 125%of the remainingvalueof theOPP
for circuits that are convertedto liNEs. And Verizon’s plans condition discountsfor DS1
serviceson expandedcommitmentsto purchaseDS3 services.

~‘ For example,SBC’s ManagedValue Plansrequire forfeiture of the previoussix months’
credits plus anywherefrom 20%to 40% of the monthly revenuecommitmentfor the remainder
of the term of the agreement. Qwest imposesterminationpenaltiesof 100% of the recurring
expensefor the first remainingyearplus 50% of the recurring expensefor all otherremaining
years.
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special accesscustomers,therebydepriving competitivecarriersof the traffic and revenues

necessaryto fund constructionof bypassfacilities.38

C. The Bells’ Excessive Special Access Rates Are Having An Increasingly
Anticompetitive Impact On The Long DistanceMarket.

TheBells’ excessivespecialaccessratesalsoarehavingan increasinglyanticompetitive

effect in the longdistancemarket,asthe Bells win interLATA authority. Accessis a“necessary

input for long-distanceservice”andaccesschargesconstituteasizeablepercentageoftheoverall

cost of long distanceservices.39 This gives the Bells the opportunity to undertakea classic

strategyof raisingrivals’ costs.40

Absent appropriateregulation,an incumbentLEC andits interexchangeaffiliate
could potentially implement a price squeezeonce the incumbentLEC began
offering in-region, interexchangetoll services. . . . TheincumbentLEC coulddo
this by raisingthepriceof interstateaccessservicesto all interexchangecarriers,
which would causecompetingin-regioncarriersto eitherraisetheir retail ratesto
maintaintheir profit marginsor to attempt to maintaintheir marketshareby not
raisingtheirpricesto reflecttheincreasein accesscharges,therebyreducingtheir
profit margins. If the competingin-region, interexchangeprovidersraisedtheir
prices to recover the increased access charges, the incumbent LEC’s
interexchangeaffiliate could seekto expandits marketshareby not matchingthe
price increase. The incumbent LEC affiliate could also set its in-region,
interexchangepricesat or below its accessprices.Its competitorswould thenbe
facedwith the choice of lowering their retail ratesfor interexchangeservices,
therebyreducingtheir profit margins,or maintainingtheir retail ratesat thehigher
priceandrisk losingmarketshare.4’

38 The Commissionhaspreviouslyorderedthe Bells not to applyterminationpenaltiesin similar

circumstances.SeeLocal ExchangeCarriers‘Individual CaseBasisD53 ServiceOfferings,CC
DocketNo. 88-136,4 FCCRcd. 8634,¶ 79 (1989) (in orderingLECs to convertall individual
casebasispricing for DS3 servicesto generallyavailablerates,the Commissionfoundthat “we
will not permit LECs to assessconvertedICB customersterminationliability chargesor non-
recurringcharges”).

~ AccessReformOrder, 12 FCCRcd.15982,11275(1997).
40 See~enerally Premier Elec. Constr. Co. v. National Elec. ContractorsAss‘n, 814 F.2d 358,

368 (7 Cir. 1987) (citing T. Krattenmaker& S. Salop,AnticompetitiveExclusion: Raising
Rivals’ Coststo AchievePoweroverPrice,96 Yale L.J. 209 (1986)).

“ AccessReformOrder¶ 277.
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TheCommission’sAccessReformOrdermadethe predictivejudgmentthat “appropriate

regulation”wasin place to preventsuchanticompetitivepricesqueezes.But in so holding, the

Commissionreliedon boththe existenceof pricecapregulationto “limit[] the ability of LECs to

raisethe pricesof the input services,”42and the availability of liNEs that would allow “rival

long-distanceproviders” to “purchaseunbundlednetwork elements” as substitutesfor Bell-

providedaccess.43The Pricing Flexibility Order guttedthe “limit” imposedby the price cap

regime, and the SupplementalOrder andSupplementalOrder Clar?fication foreclosedIXCs

from usingUNEsfor access.

The evidenceconfirms that the Bells not only can but have undertakensuch price

squeezes.For example,BellSouth offers an intrastateservicein its region called“Fast Packet

Option.” Underthis offer, enduserscanobtainspecialaccessat ratesthatarelower thanthose

in BellSouth’sfederaltariffs, but only if the enduseragreesto purchaseBellSouth’sframerelay

servicesaswell.44 As aresult, AT&T cannotobtainspecialaccessat the “Fast PacketOption”

ratesandpair thatservicewith its ownframerelayservices.The Bells’ grosslyexcessivespecial

accessrateseasilyfacilitatesuchblatantpricesqueezes,andthe dangersof suchprice squeezes

will only increaseas theBells’ continueto win interLATA authorityunderSection271.~~

42Id ¶ 276.

“~Id. ¶280;seealso BellAtlanticNYNEXMergerOrder, 12 FCCRcd. 19985,¶ 117 (1997).

~ CompareBellSouth TelecommunicationsInc., Georgia,GeneralSubscriberServiceTariff,
Twelfth RevisedPage1, A.40 (FrameRelayService),withBellSouthTelecommunications,Inc.,
Tariff FCCNo. ~,

6
th Revisedpage21-1 (FastPacketAccessServices). BellSouthhassimilar

tariffs in eachof the statesin its region.

“~SeeOrdover/WilligDec. ¶11 62-67.
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III. NEITHER MARKET FORCES NOR THE COMMISSION’S EXISTING
SPECIAL ACCESS RATE REGULATION CAN CONCEIVABLY ADDRESS
THESE MARKET POWER ABUSES.

The only way to combatthe Bells’ excessivespecial accessrates is to reform rate

regulations. The problemwill not solve itself, becausethereare not (andwill not be for the

foreseeablefuture) sufficient competitivealternativesto constrain the Bells’ special access

pricing. And it is equally clear that the Commission’sexisting regulatory regime does not

providesuch constraints;indeed,the current regimeis exacerbatingthe problemby facilitating

theremovalof eventhe inadequateconstraintsprovidedby pricecaps.

A. Market Forces Cannot Constrain Bell Prices, BecauseIXCs and CLECs
Generally Have No Choice But To PurchaseSpecialAccessFrom The Bells.

As explainedabove,the Bells havebeenablebothto grow the specialaccesstraffic that

theycany on their networksandto maintainpoorprovisioningandperformanceevenas they

increasetheir specialaccessservicerates. This is because,in the vastmajority of cases,thereare

no alternativesto the Bells’ specialaccessservices. That is unlikely to changesoon,because

buildingalternativeloop andtransportfacilities is, in mostinstances,fundamentallyuneconomic.

And evenif thatwere not the case,the Bells havelockedcarriersinto long term specialaccess

contracts,therebyensuringthatIXCs andCLECswill remaincaptivesof the Bells for atleastthe

nextseveralyears.

1. Competitive Carriers Can Self-Supply Or Use Third Party Facilities-
Based SpecialAccessOnly In Very Unusual Circumstances.

Despitebillions of dollarsin investments,AT&T hasbeenable to replicateonly asmall

fraction of the Bells’ high-capacitynetworks. Evenin thoselimited instanceswhereAT&T has

deployedafiber ring, it still relieson the Bell to provideboth “tails” from customers’premises

to AT&T’s fiber ring and “backbone”transportused to carry traffic to hubs whereit can be

aggregatedandthencarriedon AT&T’s fiber ring. For the “backbone”portionof AT&T’s own
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local network, AT&T almost never self-providesDS-1 transport and self-providesDS-3

transportonly asmallproportionof thetime.46 Likewise, for the “tail” portionof the network,

AT&T providesa very small fraction of its own DS-1 facilities.47 The remainingservice is

providedalmostentirelyby utilizing the facilitiesof the Bells.48 And evenin instancesin which

AT&T hasestablishedconnectivityto abuilding, landlordsfrequentlylimit AT&T to a“fiber to

the floor” arrangement— i.e., AT&T canserveonly aparticularcustomerwith its own facilities,

andnot othercustomersin the samebuilding.49

AT&T also has severely limited opportunitiesto expand its use of facilities-based

alternatives. As explainedin the attacheddeclarationof Ken Thomas(TabD), AT&T’s long

distanceunit hasa teamchargedwith finding andnegotiatingalternativeaccessarrangements.

Thisteam’sdatademonstrate,however,thatCLECshaveestablishedalternativefacilitiesto only

atiny fractionof buildings. AT&T hascontractualarrangementswith virtually all of themajor

CLECsthatoffer facilities-basedaccessservices,suchasMFS/WorldCom,Adelphia, andTime

Warner. TheseCLECs, however, can provide accessto only a small minority of additional

buildingsnationwide.5°

Moreover,evenwhereAT&T hasacontractualarrangementwith aCLEC, AT&T often

cannotusethatCLEC to provideaccess,for atleastthreeimportantreasons.First,manyCLECs

have overstatedthe extent to which they have buildings “on-net.” AT&T has contractual

arrangementswith all of themajorCLECsfor the right to purchasespecialaccessservicesto any

46 AT&T Triennial ReviewReply Comments,Fea-GiovannucciDec.¶ 58.

47Id ¶68.
48Id ¶1J58,68.

“~AT&T TriennialReviewReplyComments,Fea-GiovannucciDec.¶11 59-68.

~ ThomasDec.¶11 6-7.
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buildingsin whichtheyhavefacilities. Althoughmanyof theseCLECs initially representedthat

they hadacertainnumberof buildings“on-net,” it becameclearlater that, in manycases,the

CLECsactuallyreliedon theBell~s’specialaccessservicesto reachthebuilding.5’

Second,mostof the majorCLECsthat providealternativeaccessarebankrupt,which has

greatly diminishedthe ability of AT&T to usetheir services. Indeed,most of the buildings

availableto AT&T that are servedby CLECs are servedby Adelphia, WorldCom, andother

companiesin bankruptcy.52 A carrier cannotassumethat a bankruptsupplierwill remain in

businessandcontinueto provideuninterruptedservice. AT&T hasfacednumeroussituationsin

recentmonthsin which the continuedavailability of supply from one of AT&T’s third party

suppliershasbeenthrown in doubt, andAT&T has had to expendconsiderableresourcesto

ensurethatabackupsourceof supplywould be available.53 And evenif AT&T hadconfidence

in thesecarriers,AT&T’s customersdo not. As Mr. Thomasexplains,potentialcustomersare

increasinglyinsistingthatAT&T not rely on bankrupt(or potentiallybankrupt)CLECsfor any

partofits service.54

Third, capacityon CLECs’ networksis also often expensive,becauseCLECstypically

provideonly amodestdiscountoff of the priceumbrellaof the Bells’ specialaccessservices.55

Moreover, use of a wholesaler’snetwork often requires inefficient routing, and physically

interconnectingwith wholesalers’ facilities often posescostly logistical and other practical

problemsthattheILECs typically do not facebecauseof their largeandintegratednetworks.

51Seeid118.
52 Seeid ¶ 9; seealso AT&T TriennialReviewReplyComments,Fea-GiovannucciReplyDec.

¶55.

~ SeeAT&T TriennialReviewReplyComments,Fea-GiovannucciReply Dec.1J1155-56.

~“ SeeThomasDec. ¶ 10.
55Seeid1111.
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In short,AT&T mustrely on theincumbentin thevastmajorityofcases.As Mr. Thomas

shows,AT&T hasatheoreticallyavailable,facilities-basedalternativein only aboutfive percent

of the buildings in which AT&T purchasesspecialaccess. And eventhat figure overstatesthe

availability of alternatives,becauseCLEC bankruptcies,“fiber to the floor” arrangements,and

similar restrictions rendermany of even these buildings (or portions of these buildings)

unavilableto AT&T.

AT&T’s experienceis confirmedby the findings of the statecommissionsthat have

undertaken investigationsof special accessservices. As the New York PSC has found,

Verizon’s network serves7354 buildings in LATA 132 (Manhattan)over fiber while CLECs

servefewerthan 1000 buildings.56 Indeed,theNewYork PSCrecentlyreaffirmedthat“Verizon

continuesto be the dominantproviderof high-capacityloops usedto provideserviceto large

volume customers,”andthat “[e]ven in lower/midtown Manhattan,Verizon facilities (retail and

wholesale)still serveover half of all specialservicecircuits.”57 Similarly, the Massachusetts

DTE recentlyheldthat strict rateregulationofVerizon’s intra-LATA specialaccessservicewas

necessaryto protectcompetition.58

2. Self-DeploymentOf Alternative Facilities To Provide Special Access
Is Infeasible In Most Cases.

Thisclearlack of facilities-basedalternativesto Bell specialaccesswill not changein the

foreseeablefuture. The recordfrom the TriennialUNE Review Proceedingdemonstratesthat,

becauseofbasiceconomicandnetworkengineeringconsiderations,competitorswill be able to

56 Opinion and Order Modifying Special ServicesGuidelinesfor Verizon New York Inc.,

ConformingTarjff andRequiringAdditionalPerformanceReporting,CaseNos. 00-C-2051, at7
(NYPSCJune15,2001).

~ Commentsof New York Departmentof Public Service,CC Docket01-338et al., at 5 (filed
April 5, 2002).
58 Order,DTE 01-31-PhaseI (Mass.DTE May 8, 2002).
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deploy alternativefacilities in only limited circumstances. Loop and transport facilities are

characterizedby enormouseconomiesof scale and sunk costs. Thus, in most instances,

replicatingincumbenttransmissionfacilitieswouldbe economicallywasteful. Andevenin those

few instanceswhereself-deploymentcanbe economicallyjustified, barriersto entry suchas the

inability to obtain necessaryrights-of-way in a timely fashion often prevent competitive

deploymentof facilities.

TransmissionFacilities Are CharacterizedBy EnormousEconomiesOfScale. Most of

the cost of deploying loops, including “high capacity” loops, is in the supporting structures,

placement,rights of way, andaccessto buildings, andnot in the conductors(fiber strandor

copperwires) themselves.Becausethe costsof supportingstructuresarerelatively insensitiveto

thenumberof wiresof fiberdeployed,theBells enjoy substantialeconomiesof scale.59

Dedicatedtransportis also characterizedby enormouseconomiesof scaleandscope.6°

Not only do the Bells have fiber interconnectingvirtually all of their LSOs (either directly or

indirectly), they also generallydeployeddark fiber capacityat the time of the initial facility

construction,so they can dramatically increasecapacityon most routes simply by adding

terminatingelectronicsat relatively minimal incrementalcosts (and certainly at a trivial cost

comparedto new construction). Thus, evenon specific,high-demandpoint-to-pointroutes,a

CLEC cannothopeto achievetheper-unitcostof theBells’ transport.6’

TransmissionFacilitiesAre CharacterizedBySubstantialSunkCosts. The difficulties in

self-deployingtransmissionfacilities in competitionwith incumbentsareexacerbatedby the fact

that costs to construct loop and transportfacilities are sunk. An investmentis sunk if, once

~ AT&T Triennial ReviewReply Comments,Fea-GiovannucciDec. ¶IJ 6-8.
601d.118.
61 SeeOrdover/Willig Dec.¶ 40-41.

29



made,it cannotbe re-deployedfor someotheruse.62 Investmentsspenton trenching,structure,

andrights of way for aloop clearly fall into thiscategory. It is basiceconomicsthat the needto

incur significantsunkcoststo deployfacilities thathavesubstantialscaleeconomiesestablishes

asignificantentrybarrier.

Wheninvestmentsmustbe sunk, anentrantwill be hesitantto undertakeaninvestmentif

there is a substantialrisk that it will not be able to recoverthe costs of the investment. As

ProfessorWillig hasexplained:

The reasoningfor this is straightforward. If costsare sunk,the potentialentrant
knowsthatit will not be ableto recoverits costsif it is unableto attractsufficient
revenuesto recoverthe sunkcosts. At the sametime, becauseof economiesof
scale,thenew entrantwill incurhigherper-unitcosts,making it difficult for it to
win sufficient customersaway from the incumbent. Further, becausethe
incumbenthasalreadysunkits costsandhasvery low marginalcosts,thereis a
significant threat that the incumbent could drop its prices in responseto
competitiveinroadsatanytime down to its shortruncosts.

Thereis broadagreementin the economicscommunitythat industriescharacterizedboth

by decliningaveragecostsandsunkcostsare generallynaturalmonopolies.64 Thus,evenif an

entrant could reasonablyapproximatethe scaleeconomiesof the incumbent,the existenceof

sunkcostsandthe threatthat the incumbentwould respondwith rock-bottompricesmay deter

all but targeted,limited entry— apoint that the Commissionhasrepeatedlyrecognized.65

62 SeeThird ReportandOrder, Implementationof the Local CompetitionProvisions in the

TelecommunicationsActof1996, 15 FCC Rcd. 3696,¶75 (1999) (“UNE RemandOrder”).
63 AT&T TriennialReviewComments,Willig ReplyDec.¶21.

64 William J. Baumol, JohnC. Panzar,and Robert D. Willig, CONTESTABLE MARKETS AND

INDuSTRY STRUCTURE (HarcourtBraceJovanovich,Inc., 1982); Dennis W. CantonandJeffrey
M. Perloff,MODERN INDUSTRIAL ORGANIZATION (

3
rd ed. AddisonWesley,2000).

65 SeeSection257 Report, 12 FCC Rcd. 16802,¶ 18 n.48 (1997) (“If entry into an industry

requireslargesunkcosts,the firm that incursthesesunkcosts first (the incumbent)canhavea
tremendousadvantage. Potentialnew entrantsmayrealizethatany largescalefacilities-based
entryinto the marketwill probablyforcepricesto decreaseandthosepricesmaybe in factbelow
the pointnecessaryto recoverthe sunkcostinvestment. As aresult, facilities-basedentrywill be
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CLECsFaceEnormousReal-WorldEntryBarriers. Finally, the Bells enjoy afirst mover

advantageovenanyCLEC that is oftendispositive. This createsasubstantialentrybarrierin the

classic sense,for CLECs must bear costs that the Bells did not. George J. Stigler, Tm~

ORGANIZATION OF INDUSTRY 67 (1968) (an entry barrier is “a costof producing(at someor

everyrateof output)which mustbe borneby a firm which seeksto enteran industrybut is not

borne by firms alreadyin the industry”); seealso Bell Atlantic-NYNEXMergerOrder, 12 FCC

Rcd. 19985,¶ 129n.247(1997)(same).

As first movers, the Bells received rights-of-way from local governments for

undergroundcablesandtelephonepolesandwireswith only minimal transactioncosts,because

persons in the neighborhood or municipality otherwise would not receive any

telecommunicationsservices. Similarly, building ownersand landlordswelcomedBells that

promisedto bring, for the first time, telecommunicationsfacilities to their properties. As

subsequententrants,CLECs,on the otherhand,generallycannotrely on existingfacilities,rights

of way, or conduit.66Rather,CLECsmustconstructthe loopsandtransportfrom scratch,which

inevitably takesmanymonthsof pre-constructionwhile the CLEC negotiatesandsecures(if

possible) the necessaryrights of way and constructionpermits from the municipality and

negotiatesterms of building accessfrom the landlord.67 Ratherthan welcoming additional

competition,theseentitiesoftenview CLEC requestsfor rights-of-wayas a nuisance.Customers

understandablydo not wish to wait the many monthsnecessaryfor the competitivecarrierto

negotiatethis thicket,andtheyusuallychoosethe Bell instead. For all of thesereasons,thereis

deterred.”);seealsoMCI-BTMergerOrder, 12 FCCRcd. 15351,11162 (1997)(same).
66 AT&T TriennialReviewReply Comments,Fea-GiovannucciDec.¶11 11, 31.

67 ¶11 32-42.
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no sustainablebasis to concludethat the specialaccesscrisis will solve itself or thatnew entry

canbe relieduponto constraintheBells’ specialaccessrates.68

B. The Existing Regime of SpecialAccessRate Regulation Is Exacerbating the
Problem.

Nor canexisting rateregulationsolve thesefundamentalproblems. To the contrary,the

Bells havebeenable to chargesupracompetitivespecial accessratesnot becauseof lack of

enforcementof the Commission’spricing regulatoryregime,but becausethat regimeis patently

inadequateto preventthe exerciseof the Bells’ marketpower.

Prior to the 1990s,the Commissionregulatedspecialaccessratesusing traditional rate-

of-return regulation. In 1991, the Commissionadopteda “price cap” regime,which imposeda

“cap” on the aggregateprices chargedby Bells for certainservices,including special access

services. The pricecapregimeoriginallycontainednumerousprotectionsfor consumers,suchas

the “sharing” mechanism(which requiredprice cap reductionsif the Bells’ ratesof return

exceededacertainthreshold)andtheX-Factor(whichrequiredannualreductionsfor anticipated

gains in productivity). Indeed,it is worth notingthat the thresholdfor 100% sharingunder the

Commission’spreviousrules was never higher than 17.25%. Over the years,however, the

Commissiongraduallyrelaxedandtheneliminatedthe sharingmechanism.

In 1999, the Commissionadoptedthe Pricing Flexibility Order, which establisheda

procedureto permitpricecapLECs to removespecialaccessservicesfrom pricecapregulation

altogether. Under the Pricing Flexibility Order, a Bell neednot demonstratethat competitive

conditionswould warrantsuch radical deregulation;instead,the Bell needonly satisfy certain

bright-line “triggers.” For specialaccessservices,a Bell can obtain completeelimination of

pricecapregulationin agivenMSA — which is knownas “PhaseII” pricing flexibility — if it can

68 SeeOrdover/Willig Dec.¶11 43-45.
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showthata certainpercentageof the wire centersin thatMSA haveat leastonecollocatorthat is

usingnon-ILECtransportfacilities.69

Whenit adoptedthe Pricing Flexibility Order, the Commissionfreelyacknowledgedthat

the price cap LECs would remain dominantcarrierswith marketpower even after receiving

PhaseII relief.70 The Commissionnonethelesspredictedthatmarket forceswould preventthe

Bells from abusingthatmarketpower.7’ Thatpredictionhasnowbeenprovenwrong. The Bells

haveusedpricing flexibility to do preciselywhatthe CommunicationsAct is designedto prevent

— theyhavestrategicallyraisedratesto reapmonopolyprofits andto impedecompetition.

IV. THE COMMISSION CANNOT LAWFULLY STAND ON THE SIDELINES
WHILE THE BELLS CONTTh~UETO EXPLOIT THEIR MARKET POWER
OVER SPECIAL ACCESS.

It is well settled that Sections201 and 202 of the CommunicationsAct provide the

Commissionwith ampleauthorityto addressthe Bells’ monopolyabuses72andresponsibilityto

choosethe appropriatemethod of doing so — ranging from strict cost-basedrate of return

regulationto an overhaulof the currentprice cap regime.73 To the extentthat suchmeasures

69 SeePricingFlexibility Order¶11 141-57.

70 SeePricing Flexibility Order¶11 90, 151.
71 Indeed,the Commissionpredictedthat the Bells would lower their rates. SeeNews Release,

ReportNo. 99-33 (August 5, 1999) (“Thesereforms will enable[the Bells] to competemore
efficiently, andcustomersof interstateaccessservicesshould benefit from increasedchoices
amongcarriersandlower overall rates”;the orderensuresagainst“unreasonablerate increases
for customerswithoutcompetitivealternatives”).
72 See, e.g., Promotion of CompetitiveNetwork5~in Local TelecommunicationsMarkets,et al.,

First ReportAnd OrderandFurtherNotice of ProposedRulemaking,15 FCCRcd22983,¶ 134
(2000)(“It is well establishedthatthe Commissionhasbroad authorityto regulatethe practices
of LECs in connectionwith theirprovisionof interstatecommunicationsservices.In addition to
the generalauthorityspecifiedin Title I of the CommunicationsAct, Title II [andin particular§~
201 and202] providesa specific,substantiveframeworkfor the Commission’sregulationof such
practices.”).

~ See, e.g., PermianBasin AreaRate Cases, 390 U.S. 747, 790 (1968); FERC v. Pennzoil
ProducingCo., 439 U.S. 508, 517 (1979).
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arguably entail a “change of mind” by the Commission,sucha changedoesnot remotely“render

the agency’s action arbitrary.”74

In fact, the CommunicationsAct compelsprompt elimination of theseongoing Bell

market power abuses. The Act requiresthat “[aJll charges . . . and regulationsfor and in

connectionwith. . . communicationsservice. . . shall bejust andreasonable.”75Any chargeor

regulationthat is “unjustor unreasonableis. . . unlawful.”76 And becausethe Commissionhasa

“duty to executeandenforcethe provisionsof the CommunicationsAct,” the Commissionmust

ensurethatBell ratesfor accessservicesare“just, fair, reasonableandnondiscriminatory.”77

As demonstratedabove, the Bells’ special access rates are patently unjust and

unreasonable.The Bells’ ratesof returnhavebeenconsistentlyrising for thelast severalyearsto

increasingly unlawful levels, and since being granted pricing flexibility, the Bells have

exacerbatedthe problemby imposingfurtherrateincreases.Whereacarrier’s

returns have greatly exceededa fair percentageof return upon a fair base, it
follows as amatterof law thatthe ratescharged. . ., insteadof being “just and
reasonable”as the lawrequiresthem to be, havebeenexcessive.Thereis nothing
newaboutthisprinciple. Speakingfor a unanimousSupremeCourt, ChiefJustice
Taft saidin 1924: “If the profit is fair, the sumof the ratesis so. If theprofit is
excessive,thesumof theratesis so.”78

Andthat is why the courtshavemadeclearthatpermittingregulatedentitiesto earnsuch

excessive returns is the paradigmof arbitrary agencyaction and flatly violates an agency’s

74BellAtl. Tel. Cos. v. FCC, 79 F.3d1195, 1202 (D.C. Cir. 1996).

~ 47 U.S.C. § 201(b) (emphasis added).
76

~ See,e.g.,AmericanTel. & Tel. Co. v. FCC., 572 F.2d17 (
2

nd Cir. 1978).
78 PotomacElec.PowerCo. v. Public Utils. Comm‘n ofthe District of Columbia, 158 F.2d 521,

523 (D.C. Cir. 1947) (quotingDayton-GooseCreekR. Co. v. UnitedStates,263 U.S. 456, 483
(1924)).

34



statutoryobligation to establishjust and reasonablerates.79 Thus, where, as here, regulated

carriershavebeenableto exercisemarketpowerandearnsupracompetitiveprofits in increasing

amountsyearoveryear, the Commissionmustaggressivelyuseits broadregulatorypowersto

ensurethat such carriers charge just and reasonablerates.8° Indeed, the D.C. Circuit has

previouslyheld that it could not “countenance”excessiverateswhich “ensure‘creamyreturns’

to the carriersand are ‘far more generousthan those [rates] that the Commissionandother

regulatorsgive elsewhere.”FarmersUnionII, 734F.2dat 1503 (citationsomitted).

That is especiallytrue here,becausethe Commission’sderegulationof special access

rateswas basedon apredictivejudgment that market forces would effectively constrainthe

Bells’ prices.8’ That predictivejudgmenthas not pannedout — the Bells’ own reporteddata

showthatcompetitionhasnot protectedspecialaccesscustomersfrom abusesof marketpower.

It is thereforeincumbenton theCommissionto reassessits deficientspecialaccessregulationsto

accountfor thesefacts.82

The courtshavemadeclearthatwherethe Commissionregulatesrateson the basisof

predictive judgments, it is imperative that “the Commission . . . vigilantly monitor the

~ illinois Bell Tel. Co. v. FCC, 988 F.2d 1254, 1260 (D.C. Cir. 1993);Farmers Union II, 734
F.2dat 1497, 1502-03.
80 SeeFarmersUnionII, 734 F.2dat 1497,1502-03;seealsoFPCv. TexacoInc., 417 U.S. 380,

399 (1974)(“[i]n subjectingproducersto regulationbecauseof anticompetitiveconditionsin the
industry, Congress could not haveassumedthat ‘just andreasonable’ratescouldconclusivelybe
determinedby referenceto marketprice”).
81 SeeWorldComv. FCC, 238 F.3d449, 459 (D.C. Cir. 2001)(“The FCCreadilyadmitsthat its

decision to adopt the thresholds containedin the Pricing Flexibility Order was dependent,at
least in part, on the agency’s predictive forecasts”);seealso id. at 462 (“The FCC madea
predictivejudgmentthat the amountof collocationrequiredfor eachtrigger will be sufficient to
constrainanticompetitivepracticesby incumbentLECs”).
82 Notably, the Commissionitself recognizedin thePricingFlexibility Orderthatthe Bellsmight

abusetheir flexibility to chargeratesthatwerenotjust andreasonable,andthatthe Commission

mighthaveto takeremedialaction. See,e.g.,Pricing Flexibility Order¶ 83.
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consequencesof its rateregulationrules.”83And“[i]f, in light of actualmarketdevelopments,the

Commissiondeterminesthatcompetitionis not havingthe anticipatedeffect on accesscharges,”

the agencymust“revisit the issue.” TexasOffice ofPublic Utility Counselv. FCC, 265 F.3d

313, 325 (
5

th Cir. 2001);seealso SWBTv.FCC, 153 F.3d523, 547 (8th Cir. 1998) (same);see

also CELLNETv. FCC, 149 F.3d 429, 442 (
6

th Cir. 1998)(“If the FCC’spredictionsaboutthe

level of competitiondo not materialize,thenit will of courseneedto reconsiderits [regulations].

in accordancewith its continuingobligationto practicereasoneddecisionmaking”);Bechtelv.

FCC, 957 F.2d873, 881 (D.C. Cir. 1992)(it is now “settledlaw that an agencymaybe forcedto

reexamine its approach if a significant factual predicateof a prior decision . . . has been

removed.”); AFL-CIO v. Brock, 835 F.2d 912, 916-17 (D.C. Cir. 1987) (“courts recognizethat

agencies must respond to changed circumstances to carry out Congress’purposes”).Putsimply,

becausethe Commission’spredictivejudgmentsconcerningthe ability of marketforcesto reign

in the Bells’ marketpoweroveraccessserviceshavenot materialized,it would be unlawful for

the Commissionto declineto modify its regulatoryschemein order to checkthe Bells’ market

powerabuses.

The Commissionhaspreviously found it necessaryto modify price cap regulationto

ensurethat accessrates remainedat “just and reasonable”levels. In 1995, the Commission

found that “the price capLECs hadexperiencedhigher earningson averageunderprice caps

than in earlier periods” and found that theseconsistentlyhigh returns confirmed that the

Commission’s price cap system was not adequatelykeeping up with the LECs’ cost

improvementsandadequatelyconstrainingthe Bells’ prices.84 And again, in the CALLSOrder,

83 AmericanCivil Liberties Union v. FCC, 823 F.2d 1554, 1565 (D.C. Cir. 1987) (emphasis

added).
84 SeePrice Cap PerformanceReviewfor Local ExchangeCarriers, 10 FCC Rcd 8961,¶ 100
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recognizingthat the then-current“traffic-sensitiverate structureprovide{d] pricecapLECs with

morerevenuewhendemandincreases,regardlessof whethercostshaveincreased,resulting in

higherearnings,”the Commission“target[ed] reductionsto [those] traffic-sensitiveservices.”85

Consistentwith these prior actions, and with its affirmative duty to addressunjust and

unreasonablerates and failed predictive judgments, the Commission can and must take

immediateaction to addressthe Bells’ current exerciseof marketpower over specialaccess

services.86

The Commissioncannotreasonablyrely on the Section208 complaintprocessto address

the Bells’ unlawful specialaccessrates.87 Neither the injuredcarriersnor the Commissionhas

the resourcesto resolvesucha nationwideproblemin the contextof hundredsof individual rate

(1995), aff’d, Bell Atlantic Tel. Cos. v. FCC, 79 F.3d1195,1202(D.C. Cir. 1996)(upholdingthe
orderbasedin parton the fact that“[t]he Commissionoriginally predictedthatsharingwouldbe
rare,. . . [but i]n practice,sharinghadbecomeroutine. By 1993,all sevenof the Bell Operating
Companieswere in the sharingzone, leading the Commissionto believe that the original X-
Factorhadbeentoo low”).
85 See CALLSOrder ¶ 171 & n.376.

86 The CALLS Order is no bar to re-establishingeffective regulation of the Bells’ interstate

special access services. Indeed,the Commissionexpresslystatedin the CALLSOrder that“the
Commissionhasauthorityto modify the ruleswe adopt todaybeforethe endof the five-year
term of the CALLS Proposal,”and that the “Order addressesamarketplacethat is dynamicand
evolving, andtheCommissionmayexerciseits authorityshouldtheneedarise.” CALLSOrder ¶
36 n.45.

Similarly, the CALLS Agreementdoesnot bar the requestedrelief. Section4.2 of that
Agreementstatessimply that the mechanismslaid out in paragraphs2 and3 of the CALLS
Agreementconstitutea fair andreasonablemeansof moving “usagesensitiverates” to the point
achievedby thosemechanisms. That sectionapplies only to usagesensitiveswitchedaccess
rates. See Memorandumof CALLS in Supportof Plan, p. 37 (August20, 1999)(mechanismsin
CALLS effect a freezein the capsfor the “servicescomprising switchedaccessservices”). In
otherwords,Section4.2 sayssimply thatthe meansset forth in the Agreementfor achievingthe
agreed-upon rates for switchedaccessservices(i.e., what the CALLS Order termsthe “average
traffic-sensitive rate,” or “ATS” rate) are a fair andreasonablemeansfor achievingthoserate
levels. Section 4.2 does not apply to special access rates,which are not includedin the ATS
rates.
87 See47 U.S.C. § 208.
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cases. Indeed,takento its illogical extreme,this argumentwould permit the Commissionto

abandonthe field altogetherso long as it heldopentheprospectof allowing individual complaint

cases.It is preciselyfor thesereasonsthatthe courtsof appealshaveheldthat the existenceof a

“safety valve” thatpermits a variancefrom a generallyapplicableregulatoryschemedoesnot

excuse an agency from failing to addressa systemic problem inherent in the underlying

regulatoryscheme.For example,in Time WarnerEntertainmentCo., L.P. v. FCC, 56 F.3d 151

(D.C. Cir. 1995), the courtof appealsconsideredachallengeto aprovisionof theCommission’s

rate-capregimefor cabletelevision. TheCommissionfailedto permit recoveryof costincreases

incurred in the period betweenthe dateon which the baselinerateswere set and the effective

dateof the regulations.88The Court rejectedthe Commission’sattemptto justify its decisionon

the groundsthatdisadvantagedcable companiescould alwaysseekthe imposition of cost-of-

serviceratemaking. Becausethatoption “is costly . . . andis intendedto be a limited ‘safety-

valve’ exception,” the courtheld that it cannotbe awidely-usedmechanismfor correctingan

imprudentratescheme.89Accordingly,the Commissioncannotrely on the complaintprocessto

remedythe endemic andunlawfully excessive special accessratesspawnedby the Bells’

anticompetitivebehaviorandthe Commission’soverly-permissiveregulatoryscheme.

The bottom line is this: The Commissionadoptedits aggressivederegulationof the

Bells’ specialaccessservicesbasedon apredictivejudgmentthat competitionwould provide

sufficient safeguardsto protect against the Bells’ exerciseof monopoly power over special

accesscustomers.Yearsof datanow confirm that the Commission’spredictivejudgmentwas

wrong. Competition has not developedfor special access services, and the Bells have

88 See Time Warner, 56 F.3dat 173.

89 Id; see also Ass’n of Oil Pipelines v. FERC, 281 F.3d239, 244 (D.C. Cir. 2002);American

Gas Ass’n v. FERC, 912 F.2d 1496,1517-18(D.C. Cir. 1990);ALLTEL Corp. v. FCC, 838 F.2d
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consistentlyexercisedmarketpower to extractmassivewindfalls from IXCs, CLECs andend-

usercustomers.This evidenceconclusivelyestablishesthat currentBell specialaccessratesare

not justandreasonableand, therefore,areunlawful.

Becausethe Commissionhasan affirmative duty to enforcethe act by ensuringthat

special access ratesarejustandreasonable,the Commissioncanandmusttakeimmediateaction

to establishmeaningfulregulatoryconstraintson the Bells’ ratesfor all of their specialaccess

services. At aminimum, theCommissionshouldrevokepricing flexibility andreinitialize price

caps to levels designed to produce normal,ratherthanmonopoly,returns. Moreover,giventhat

existing special access ratesare so far out of line with lawful, compensatorylevels, the

Commissionshould also adoptimmediate,interim relief while the rulemakingis pending. In

particular,theCommissionshould: (1) immediatelyreduceall specialaccesschargesfor services

subjectto PhaseII pricing flexibility to the ratesthatwould producean 11.25%rateof return,9°

and(2) imposeamoratoriumon considerationof furtherpricing flexibility applicationspending

completion of the rulemaking.9’ Retargetingspecial accessratesto an 11.25% return on an

interim basis is necessaryto align prices more closely with what would be expectedin a

competitivemarket(and,indeed,with whatwasexpectedwhenthe Commissiongrantedpricing

flexibility). Moreover,an 11.25%rateof return is the last authorizedrateof returnfor theBells

551, 561 (D.C. Cir. 1988).
90 The Commissioncould accomplishthis easily by calculating the percentagereductions

necessaryto reduceeachBell’s overall specialaccessreturnsto 11.25%,andthenapplyingthat
percentagereductiononly to theratesthathavebeenremovedfrom pricecaps.

~‘ The Commissionhasampleauthorityto institute interimrate reliefpendingthe completionof
a rulemaking,see,e.g., Lincoln Tel. & Tel. Co. v. FCC, 659 F.2d 1092, 1107-08 (D.C. Cir.
1981), andalso to imposea moratoriumon any further pricing flexibility petitions while a
rulemakingis pending,see Neighborhood TVCo., Inc. v. FCC, 742 F.2d629, 634-40(D.C. Cir.
1984); Kesslerv. FCC, 326 F.2d673, 679-85(D.C. Cir. 1963); Western Coal Traffic League v.
SurfaceTransportationBoard,216 F.3d1168, 1177 (D.C. Cir. 2000).
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andis thusappropriatefor retargetingrateson an interim basis(eventhoughan 11.25%rateof

return is quite generousgiven conditionsin today’s capital markets). In conjunctionwith this

interim relief, the Commissionshouldmakeclearthat (3) this rate relief shall not trigger any

terminationliabilities orotherpenaltyprovisionsof theBells’ OPPplans.92

92 See Local Exchange Carriers’ Individual Case Basis D53 Service Offerings, CC DocketNo.

88-136, 4 FCC Rcd. 8634, ¶ 79 (1989) (in ordering LECs to convert all individual casebasis
pricing for DS3 servicesto generallyavailablerates,the Commissionfoundthat “we will not
permit LECs to assessconvertedICB customersterminationliability chargesor non-recurring
charges”).
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CONCLUSION

For theforegoingreasons,the Commission(1) mustreformandtightenrateregulationof

the price cap ILECs’ specialaccessservices,and (2) on an interim basis,shouldimmediately

reduceall specialaccesschargesfor servicessubjectto PhaseII pricing flexibility to the rates

that would producean 11.25% rate of return and imposea moratoriumon considerationof

furtherpricing flexibility applicationspendingcompletionof the rulemaking.
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FEDERAL COMMUNICATIONS COMMISSION

WashingtonD.C. 20554

)
In theMatter of )

)
AT&T Corp. )

) WC DocketNo. 02-
Petitionfor RulemakingTo Reform )
Regulation Of Incumbent Local Exchange )
CarrierRatesFor InterstateSpecial )
AccessServices )

________________________________________________________________ )

DECLARATION OF STEPHEN FRIEDLANDER

1. My nameis StephenFriedlander. I am amanagerin the Law andGovernmentAffairs

DepartmentatAT&T. My responsibilitiesincludeanalysisof LEC financial dataand

tariff filings in support of AT&T’s position on interstate accessmatters. I obtained a

B.A. degree from Boston University in 1971 and a Ph.D. in economicsfrom the

Universityof Coloradoin 1977.

2. I havecalculatedthe RegionalBell Operating Companies’ (“RBOC”) rates of return for

interstatespecial access services. These calculations arebasedon datatheRBOCsfiled

in their ARMIS 43-01 reports. The ARMIS 43-01 reportcontainsbasicfinancialdata-

revenues,expenses,reserves,and investments- from which local exchangecompanies

(“LECs”) calculatetheirnetreturnsandrates-of-return.

3. The datain theARMIS 43-01 reportsareprovidedon astate-by-statebasis. That data

includesthe LECs’ “net return” for specialaccess(line 1915,column s),andtheLECs’



AT&T Petition,FriedlanderDee!.

“averagenet investment”for specialaccess(line 1910,column s). Rates-of-returnare

computed by dividing the reported “net returns” by the reported “average net

investments.”

4. Becausethe dataare reportedon astate-by-statebasis,my calculationsaggregatethe

statedatato obtainnet returnand averagenet investmentat the companylevel. This

calculationis very simple, All that is required is to sum the return and investment

figures for special access in each state to obtain company-widetotals, and then

calculatethepercentageof total return to total investment for each company.

5. The resultsof thesecalculationsaresummarizedin Exhibit I (attached). As illustrated

by Exhibit 1, every RBOC has enjoyed substantially increasing rates-of-return every

year since 1996, and last year thesereturns exceeded37 percent for most of the

RBOCs.

6. I have also provided a separatetable (Exhibit 2) setting forth the RBOCs’ annual

revenuesfrom special accesssince 1996. Once again, every RBOC has enjoyed

substantial growth in special accessrevenuesevery year since 1996, and total

RBOC/GTE special accessrevenueshave more than tripled since 1996, from $3.4

billion to $12.0billion.

7. As theseresultsindicate,SBC’sspecialaccessrevenuesin 2001 exceededamountsthat

would haveproducedan 11.25%rate of return by $2.5 billion, allowing for a 40%

marginalincometax rate. For the sameyear, Verizon, BellSouth, andQwest earned

amountsthatexceededan 11.25% return by morethan$1 billion, $966 million, and

$710million, respectively.

2
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RBOC SPECIAL ACCESS EARNINGS (IN THOUSANDS)

Average Net Net Rate of
Investment Return Return

BellSouth
1996 679,773 109,946 16.17%
1997 763,053 133,008 17.43%
1998 767,838 240,243 31.29%
1999 898,339 290,944 32.39%
2000 1,247,668 457,590 36.68%
2001 1,525,302 751,379 49.26%

Qwest
1996 862,193 46,133 5.35%
1997 856,845 116,455 13.59%
1998 815,296 222,105 27.24%
1999 944,811 304,047 32.18%
2000 1,181,070 453,235 38.37%
2001 1,206,625 562,002 46.58%

SBC
1996 1,753,989 221,594 12.63%
1997 1,904,567 304,980 16.01%
1998 2,147,399 528,036 24.50%
1999 2,213,592 875,456 39.55%
2000 2,907,473 1,257,433 43.25%
2001 3,531,727 1,928,324 54.60%

Verizon~”
1996 2,385,403 51,012 2.14%
1997 2,831,074 59,532 2.10%
1998 3,402,154 290,073 8.53%
1999 4,365,775 437,343 10.02%
2000 5,101,276 797,119 15.63%
2001 5,768,191 1,252,839 21.72%

Verizon
(w/o NYNEX)

1996 1,714,759 47,364 2.76%
1997 1,747,972 181,474 10.38%
1998 2,228,025 302,309 13.57%
1999 2,496,655 571,908 22.91%
2000 2,801,863 836,684 29.86%
2001 3,135740 1,162,658 37.08%

‘1996-2001 ARMIS 43-01, Table I. Cost and Revenue Table, Special Access, Column (s), Average Net
Investment, Row 1910,

1996-2001 ARMIS 43-01, Table I. Cost and Revenue Table, Special Access, Column (s), Net Return,
Row 1915.

Verizon includes Verizon-North, Verizon-South and GTE.



AT&T Petition,FriedlanderDee!. EXHIBIT 2

RBOCSPECIALACCESS REVENUES(IN THOUSANDS~*

BellSouth Qwest SBC Verizon

1996 $508,929 $429,790 $1,217,546 $1,281,907

1997 $599,609 $566,877 $1,494,486 $1,639,077

1998 $762,893 $715,333 $1,954,938 $2,093,947

1999 $919,988 $921,313 $2,480,544 $2,810,671

2000 $1,233,258 $1,226,016 $3,405,544 $3,724,881

2001 $1,831,143 $1,528,226 $4,294,276 $4,353,031

Source: ARMIS 43-01, Row 1090, Column (s).
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I, StephenFriedlander,declareunder penaltyof perjury thatthe foregoingis true

andcorrect.

StephenFriedlander

Executedon September~2�~2002.
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FEDERAL COMMUNICATIONS COMMISSION

Washington, D.C. 20554

)
In the Matter of )

)
AT&T Corp. )

)
Petitionfor RulemakingTo Reform )
Regulationof IncumbentLocal Exchange )
CarrierRatesFor InterstateSpecial )
AccessServices )

)

DECLARATION OF JANUSZA. ORDOVER
AND ROBERT D. WILLIG

ON BEHALF OF AT&T CORP.

QUALIFICATIONS

A. ProfessorOrdover

My nameis JanuszA. Ordover. I am Professorof Economicsat New York University,

which 1 joined in 1973. At New York University, I teachundergraduateanddoctoral

level coursesin industrial organizationeconomics,the field of economics that is

concernedwith competitionamongbusinessfirms anduponwhich “antitrusteconomics”

is founded. I havedevotedmost of my professionallife to the studyand teachingof

industrialorganizationeconomicsandto its applicationthroughantitrustlawandpolicy.

2. In July 1991, I was appointedby PresidentGeorgeBushto the position of the Deputy

AssistantAttorney Generalfor Economicsin theAntitrust Division of the United States

Departmentof Justice(“DOT’). In this post, I participatedin the drafting of the 1992

Horizontal Merger Guidelines, which have beenwidely used by courts and antitrust

enforcementagencies.I returnedto NewYork Universityin 1993.

WCDocketNo. 02-



3. I havewritten extensivelyon a wide rangeof antitrustand telecommunicationstopics,

suchasmergersandjoint ventures,predatoryconductand entrybarriers. My antitrust

articleshaveappearedin theYaleLaw Journal,theHarvardLawReview,the Columbia

LawReview, andmanyotherjournals,monographsandbooks,hereandabroad.

4. I have lecturedextensivelyon antitrusttopics to the AmericanBar Association,the

InternationalBar Association, and the Federal Trade Commission(“FTC”). I have

participatedin numeroushearingson the future of antitrust at the FTC. I have also

lecturedon antitrustpolicy at collegesanduniversitiesin theUnited Statesand abroad,

andat manyconferencesandmeetingssponsoredby variouslegal organizations.

5. I haveactedasa consultanton antitrust andothercompetitionmattersto the DOJ, the

FTC, andthepost-communistgovernmentsofPoland,Russia,andHungary. I havealso

consultedfor the World Bank ~ndthe Organizationfor Economic Cooperationand

Developmentin Paris. I haveactedasa consultantin numerousantitrustlitigation and

investigations,including marketdefinition and anti-competitiveconductmattersfor the

FTC, Departmentof Justiceandprivateclients in theUnited States,Australia,Germany

andtheEuropeanUnion.

6. I havebeeninvolved in telecommunicationsissuesin a variety of forums, suchas the

FCC, the OECD, and as a consultant to AT&T, Telstra, TelstraClear,and the

governmentsofArgentinaandvariousEasternEuropeancountries.

B. ProfessorWillig

7. My nameis RobertD. Willig. I am Professorof EconomicsandPublicAffairs at the

WoodrowWilson School and the EconomicsDepartmentof PrincetonUniversity, a
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position that I haveheld since 1978. Before that, I was Supervisorin the Economics

ResearchDepartmentofBell Laboratories.My teachingandresearchhavespecializedin

thefieldsof industrialorganization,government-businessrelationsandwelfaretheory.

8. I servedasDeputy AssistantAttorneyGeneralofEconomicsin theAntitrustDivision of

theUnited StatesDepartmentof Justicefrom 1989 to 1991. I also servedon theDefense

ScienceBoardtaskforceon theantitrustaspectsofdefenseindustryconsolidationandon

theGovernorofNewJersey’staskforceon themarketpricing ofelectricity.

9. I am the author of Welfare Analysis of Policies Affecting Prices and Products;

ContestableMarketsand the Theory of Industry Structure (with W. Baumol and J.

Panzar);and numerousarticles, including “Merger Analysis, JO theory, and Merger

Guidelines.” I amalsoaco-editorofTheHandbookofIndustrialOrganization,andhave

served on the editorial boards of the AmericanEconomicReview, the Journal of

IndustrialEconomicsandtheMIT PressSerieson regulation. I aman electedFellow of

theEconometricSocietyandanassociateofTheCenterfor InternationalStudies.

10. I havebeenactivein boththeoreticalandapplied analysisof telecommunicationsissues.

Since leaving Bell Laboratories,I havebeena consultantto AT&T, Telstra and New

Zealand Telecom, and have testified before the U.S. Congress, the Federal

CommunicationsCommission,and the public utility commissionsof about a dozen

states. I have been on government and privately supported missions involving

telecommunications throughout South America, Canada, Europe, and Asia. I have

written and testified on such subjects within telecommunicationsas the scope of

competition, end-user service pricing and costing, unbundled accessarrangementsand

pricing, the designof regulationand methodologiesfor assessingwhat activitiesshould
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be subject to regulation, directory services, bypass arrangements,and network

externalitiesanduniversalservice. On otherissues,I haveworkedas aconsultantwith

the Federal Trade Commission, the Organization for Economic Cooperation and

Development,the Inter-AmericanDevelopmentBank, the World Bank and various

privateclients.

II. PURPOSEAND SUMMARYOF TESTIMONY

11, In this declaration,we discussthe appropriateregulatorytreatment of special access

servicesprovidedby the regional Bell operatingcompanies(“RBOCs”). As we have

explainedin previous filings, the Commission should refrain from regulatingwhere

marketsare workably competitive. Where marketsare functioning well, there is no

justification for undertakingthe daunting task of substituting regulation for market

processesto establishoptimalprices,quantities,technologiesandbusinessmodels.

12. We have also madeclear, however, that when a local exchangecarrier controls an

essentialfacility in a relevantmarket, and has incentive to abuseits marketpower,

regulationis not only appropriatebut necessary.Competitiveforces cannotconstrainthe

pricing andquality decisionsof firms with suchmarketpower, and they inevitably will

chargesupracompetitiveratesand attemptto withhold critical inputs that would allow

othersto challengetheir supremacy.The result is a misallocationof resourcescausedby

supracompetitiveprices,andpossiblywastefulspendingby themonopolistto preserveits

dominance.

13. We havealsomadeclearin thepastthat thereis no one-size-fits-allregulatoryscheme.

Regulatorycommissionsshouldbe freeto developnewwaysofreplicatingmarketforces

that are less costly andcumbersome. In this regard, we applaudthe Commission’s
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attemptsto engagein preciselythis typeof experimentationin connectionwith regulation

ofspecialaccessservices.

14. In the I 990s,the Commissionshifted from traditional rateof return regulationof the

RBOCs’ (andotherlargeincumbents’)specialaccesschargesto a pricecapmethod. The

price cap regimeoriginally containednumerousprotectionsfor consumers,such as the

“sharing”mechanism(whichrequiredpricecapreductionsif theRBOCs’ ratesof return

exceededa certainthreshold)and the X-Factor (which requiredannualreductionsfor

anticipatedgains in productivity). Significantly, therateof return thresholdunder the

Commission’spreviousruleswas neverhigherthan 17.25%: that level triggered 100%

sharingby theRBOCs.

15. Ultimately, the Commissionrecognizedthat, to the extent possible,the best way to

regulateRBOC special accessrates was to subject them to competition from other

facilities-basedproviders. Thus,evenprior to the adoptionof theTelecommunications

Act of 1996, the Commissionissued a seriesof ordersdesignedto promoteexchange

accesscompetitionandeliminate thedefactomonopolyfranchisesthat theRBOCshad

enjoyedup to that time.

16. As we explain in greater detail below, the economic structureof this market has

hamperedtheemergenceof specialaccesscompetition. Nevertheless,somecompetitors

wereableto enteron afacilities basisin somedenseurbanareasandprovidealternative

access services for the largest business customers. Seizing upon this nascent

“competition,” the RBOCs petitioned the Commission for forbearancefrom existing

dominantcarrierregulations. In severalproceedingsinvolving forbearancerequestsby

individual RBOCs, we filed testimony cautioning against the sweeping relief from
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regulationthat theRBOCswere seeking.’ Our testimonyshowedthat thederegulatory

reliefsoughtby theRBOCswasfar broaderthanthescopeofcompetitionthat theyfaced

and, therefore,would deregulateRBOC special accessrateseven in relevantmarkets

wheretheRBOCsfacedlittle, orno, effectivecompetition.

17. TheCommission’s1999PricingFlexibility Order,2 however,undertooka radicalchange

from its prior regulatoryschemes: the Commissionestablished“triggers” that permit

incumbentcarriersto removespecialaccessservicesfrom pricecapregulationaltogether.

While acknowledgingthat the incumbent carriers continued to be dominant, the

Commissiondecidedthattheincumbentscould not exercisemarketpowerwhereverthey

faced competition from competitive local exchangecarriers (“CLECs”) with sunk

facilities. The Commissionalsoadoptedthe triggers that, it predicted,would accurately

measurethe existenceof irreversible competition in the geographicallyappropriate

markets.3

18. The purposeof our testimony is to evaluatethesepredictionsin light of the last three

years of experience. Weconclude that the conduct and performanceof theRBOCssince

1999 provide unambiguous evidence that the RBOCs, far from facing effective

‘SeeDeclaration of Janusz Ordover andRobertWillig on behalfof AT&T in CC Docket No.
99-6 5, PetitionofAmeritechfor Forbearancefrom DominantCarrier Regulationof its Provision
of High Capacity Servicesin the Chicago LATA (March 31, 1999); Declarationof Janusz
OrdoverandRobertWillig onbehalfof AT&T in CCDocketNo. 99-24,PetitionofBell Atlantic
TelephoneCompaniesfor Forbearancefrom RegulationasDominantCarriers in Delaware;
Maryland; Massachusetts;New Hampshire; New Jersey; New York; Pennsylvania;Rhode
Island; Washington,D.C.; Vermont;andVirginia (March 18, 2001).
2ftricingFlexibility Order, 14 FCCRed. 14221 (1999).

3Seeid’~j3,69-70.
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competition for their special accessservices,enjoy monopolypower that is virtually

unchecked.Seeinfra Part III. The RBOCs’ specialaccessservicesgeneratereturnson

investment as high as 56 percentper year—even using the RBOCs’ embedded

investmentdollars in ARMIS as a measureof theRBOCs’ net investment—andmuch

higherratesofreturnon the forward-lookingeconomicvalueoftheRBOCs’ investment.

TheRBOCshavebeenableto sustainlargeincreasesovertheiralreadyexcessiveratesin

recent years, and have failed to make even a gestureof reducing rates where the

Commissionhasauthorizeddownwardpricing flexibility. Furthermore,we understand

that thequalityof serviceprovidedin returnfor thesepriceshasbeenpoor.

19. We also explain why, despitethe RBOCs’ high prices, supracompetitivereturns, and

poorservice,virtually no significantentry by competitorshasoccurred. Seeinfra Part

IV. This absenceof competitive reaction and market restraint is preciselywhat an

economistshould predict from the dauntingand enduring barriersto competitiveentry

thatprotecttheincumbents. Transmissionfacilities arecharacterizedby largeeconomies

of scaleandby sunkcosts. Further,therearepowerful barriersto entryby second-mover

CLECs that would competewith incumbentsthat alreadypossessfacilities capableof

servingall existing demand.

20, Finally, we explain that theharmsof allowing theRBOCsto exerciseuncheckedmarket

powergo beyondhigh rates,but alsowill allow theRBOCsto impedecompetitionfrom

competitiveprovidersof accessand other local services,purchasersof accessservices,

and consumersof telecommunicationsservices. Seeinfra PartV. Facilities-basedentry

can be thwartedby thesetacticsbecausecompetitorsneed accessto incumbentloop-

transportfacilities both to deploy local switchesand asa “bridge” for self-deploying
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facilities. TheCommission’sruleshavepreventedCLECsfrom obtainingthesefacilities

ascost-basedUNEs andinsteadhaveforcedCLECsto usethesupra-competitivelypriced

specialaccessasa substitute. Pricing flexibility hasalsogiventheRBOCstheability to

heightenthe perceivedentry risks facing the CLECs by respondingwith deep price

reductionswheneveracompetitoractuallyachievesfacilities-basedentry or by locking

up customersneededby apotentialentrantto supportcompetitiveentry. Thesestrategies

appearto havedeterredentry that would have reducedprices and improvedconsumer

welfare. Finally, theRBOCs’ monopolypoweroverspecialaccesscanharmcompetition

in long distance services (and any “bundled” offering that contains long distance

components),astheRBOCsincreasinglyhavean incentiveto usespecialaccesspricing

to effect anticompetitivepricesqueezesagainstunaffihiatedlongdistancecarriers.

ifi. THE CONDUCT AND PERFORMANCE OF THE RBOCS SINCE 1999 HAS
REFUTED TIlE COMMISSION’S PREDICTION THAT MARKET FORCES
WOULD CONSTRAIN THE RBOCS’ SPECIAL ACCESSPRICING.

21. As notedabove,the Commission’s1999 Pricing Flexibility Order established“triggers”

that, whensatisfied,allow nearlycompletederegulationofthe incumbents’specialaccess

offerings. As weandAT&T showedpreviously,thesetriggersweremisconceived.First,

the Commissiongrantedthe MSA-wide deregulationof ratesbasedon a showing that

only arelatively small percentageoftherelevantroutesin theMSA had facilities-based

competitive alternatives. Thus, these triggers permitted deregulation of a large

geographicarea—anentire MSA—evenif collocation arrangementswere limited to a

few offices. Second,the triggers for the transportelementsof special accesswere

overbroad,becausetheyauthorizedthederegulationof all of thetransportrateelements

eventhoughthe Commission’s“fiber-based collocation” test generally indicated the
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presenceof competitive facilities along only one piece-partof transport — entrance

facilities. Third, the channel termination trigger was even more flawed, becauseit

permittedderegulationof channelterminationratesbasedsolely on the deploymentof

transport— a deploymentthat in no way implies that competitorshave deployedtheir

ownioops.

22. Experiencehasnow exposedtheflaws in the Commission’spredictionthat thetriggers

actuallymeasuredthe existenceof sunk, competitivealternativesthat constrainspecial

accessmarket power. Since receiving pricing flexibility for servicesproducing a

majority of their special accessrevenues,the RBOCs have earnedincreasingsupra-

competitiveprofits — whethermeasuredon thebasisof historicaloreconomiccosts. The

quality levels of these serviceshave declined over this same period. And despite

charginghigherpricesfor lower quality, theRBOCs’ specialaccessrevenuesandusage

have continuedto grow. The reasonfor this is simple. The RBOCs’ special access

customershaveno effectivealternatives.

A. The RBOCsRave Earned Large And Growing Supra-Competitive Profits

From Their SpecialAccessRates.

23. In effectively competitivemarkets,returnssignificantly exceedinga competitivecostof

capitalareunsustainablebecausemarketforceslimit pricesover thelong run to forward-

looking, economiccosts. Economiccosts,of course, include thecost of obtaining debt

and equity capital. But in competitivemarkets,debtand equity investorsearn— and a

companycanpay— no morethanthe“normal” profitsneededto compensateinvestorsfor

therisk of the investment. Any attemptby afirm in an effectively competitivemarketto

chargepricesthat would generatemorethan a normal, risk-adjustedrate-of-returnwould
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causethefirm to losebusinessto otherfirms that limited their pricesto the lower levels

neededto attractandretaininvestmentcapital. It is preciselyfor thesereasonsthat the

very definition of supra-competitiveprofit is return in excessof risk-adjustednormal

profits.

24. The returnsbeingearnedby the RBOCson specialaccessservicesare well in excessof

those that would be earned by providers of special accessfacing effective market

competition. The RBOCs’ own ARMIS reportsto the Commissionestablishthat their

rates of return on special accessare multiples of the 11.25%rateof return that the

Commission has previously found just and reasonable for dominant incumbent services.

For 2001, the RBOCs’ special accessratesofreturnwereasfollows:4

BellSouth 49.26%

Qwest 46. 58%

SBC 54.60%

Verizon 21 .72%

Verizon (without NYNEX) 37.08%

25. Thesesupra-competitiveratesof returnarethe fruit of overchargesin dollarterms. For

2001 alone, the RBOCs’ excessivespecial accessprices generatedapproximately$5

billion of excessiveearningsfor the RBOCs from consumersand other downstream

~‘ The figures andchartspertainingto theRBOCs’ ratesofreturn cited in this sectionare based
on thework performedby Mr. Friedlanderin his accompanyingdeclaration.
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customers.5 The trend in the Bells’ excessreturnsfrom special accessis evenmore

striking. As thefollowing chartdemonstrates,theRBOCs’ interstatespecialaccessrates

ofreturncontinueto groweveryyear, with no exceptions. Furthermore,theyear-to-year

increasesarequite dramatic;eachRBOC’s rateofreturnis nowat leastfive times higher,

and in somecases10 timeshigher,thanin 1996.

Bell Special Access Returns

60.00% —~

50.00%

40,00% ..~— ..,- —--SBC
_________________________________________ —A— BellSouth

30.00% —~—Qwest

20.00% ~ —*—Verizon

1996 1997 1998 1999 2000 2001

26. Even higher are the RBOCs’ returnson the forward-looking economicvalue of their

investment—theeconomicallyrelevantmeasureof thereturn on investment. The costs

reportedon theRBOCs’ ARMIS reportsare,of course,embeddedcosts. And, asthe

Commissionand the courts have consistentlyrecognized,the RBOCs’ true costs of

providing servicesover their local networksare their much lower forward-looking

~ Assumingan incometax rateof 40 percent,approximately$3 billion oftheseexcessearnings
areretainedby theRBOCsas monopolyrents.
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economic costs.6 The RBOCs’ special access rates exceedtheir economiccostsby an

enormous margin.

27. One way to estimate the magnitudeof this margin is to comparethe RBOCs’ ratesfor

special access services with the samecarriers’ ratesfor the most comparableloop and

transport elements. Special accessservicesareprovidedoverthesamefacilitiesandare

functionally equivalent to high capacityioop and transport unbundled network elements.

Yet, the RBOCs’ special access rates are generallyat leastdoubletheir comparableUNE

rates. The Stith Declarationcompares,on a state-by-state basis, the RBOCs’ tariffed

interstatespecial accessrates with the rates for the comparableunbundlednetwork

elementsin that state. For servicesstill subjectto price cap regulation,the RBOCs’

month-to-monthDS1 andDS3 specialaccessratesareoftenmorethan 100%higherthan

thecomparableUNE rates,andsometimestheyareeven200%or400%higher. Thus, if

theRBOCs’ annualspecialaccessreturnsare calculatedon thebasisof their economic

costs,as indicatedby UNE rates,ratherthantheir embeddedcosts,it becomesclearthat

their real returns on theseservicesareenormous— typically in excessof 100 percent

annually. This is powerful evidencethat theRBOCshavemarketpowerin theprovision

ofspecialaccessservicesto endusersandothercarriers.

6 See, e.g., Local Competition Order, 11 FCC Rcd. 15499,¶ 679 (1996) (“We believethat our

adoptionofa forward-lookingcost-basedpricing methodology.. . establish{es]prices. . . based
on costssimilar to thoseincurredby the incumbents.”);VerizonCommunicationsInc. v. FCC,
122 S. Ct. 1646, 1672 (2002) (costs that exceed TELRIC are inefficient costs); Alenco
CommunicationsCo. v. FCC, 201 F.3d 608, 615 (

5
th Cir. 2000) (“ratesmust be basednot on

historical, bookedcosts,but rather onforward-looking,economiccosts. After all, marketprices
respondto currentcosts;historicalinvestments,by contrast,aresunkandthusignored.”).
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B. The RBOC Pricing Behavior Provides Further EvidenceOf Their Market

Powerin SpecialAccess.

28. The RBOCs’ pricing behavioroffers yet further evidencethat the R.BOCs exercise

substantialmarketpower. As AT&T explainsin its Petition, in everyMSA where the

RBOCshaveobtained“PhaseII” pricing flexibility (i.e., removal of specialaccessfrom

price caps),the RBOCs havemaintainedor evenraised their tariffed month-to-month

special accessrates. Indeed, both BellSouth and Verizon have increasedtheir tariffed

month-to-monthspecial accessratesin every MSA in which they have beenawarded

PhaseII pricing flexibility since1 999~7

29. The effect ofremovingratesfor specialaccessfrom RBOCs’ pricecapscanbe measured

directlybecausetheCommissionrequiresprice-capincumbentcarriersto continueto file

their ratesin tariffs evenafterreceivingPhaseII pricing flexibility. As AT&T explains

in its Petition,thetariffed ratein PhaseII MSAS no longersubjectto pricecapregulation

is equalto orhigherthantheratefor thesameservicein areasthatremainsubjectto price

capregulationfor virtually everyspecialaccessservicein everystatefor everyBell.8

30. It is our understandingthat the RBOCs’ havedefendedtheir ratehikes by citing the

Commission’sstatementin thePricingFlexibility Order (~j155) that “some accessrate

increasesmay be warranted,becauseour rules may haverequiredincumbentLECs to

priceaccessservicesbelowcostin certainareas.” But sucha claim is unsustainablefrom

an economicperspective. As thecharts aboveshow, the RBOCs’ ratesof returnwere

~Stith Decl., Exhibit 1.

~Id. The only exception is Ameritech’s rates for OC-3; the pricing flexibility rateis onepercent
lower thanthepricecaprate.
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already above any plausible measure of their costofcapitalbeforethe increases.Indeed,

it is notablethat after mostspecialaccesshasnow beenremovedfrom price caps,the

RBOCshavenot seenfit to respondto any claimedinstancesof competitionby lowering

theirgenerallyavailabletariffed ratesin any ofthoseMSAs.

C. The Quality of SpecialAccessServiceProvidedBy The RBOCs Has Been

Poor, But RevenuesAnd UsageHaveContinued To Increase.

31. Other evidence of the RBOCs’ monopolypowerover specialaccessis thepoorqualityof

their performancein provisioning special accessservices.9 The Joint Competitive

IndustryGroup,which representsa spectrumof purchasersof specialaccess(including

non-carrierend-usercustomers),has documentedthe poor quality of the incumbents’

performanceover the last few years.’°The ability of theRBOCsto imposeratesthat

earneverincreasingreturns,while simultaneouslyloweringthequality of thoseservices,

is strongevidencethatcustomersrarelyhavealternativesourcesof supply.

32. At the sametime, interexchangecarriers(“IXCs”) andother competitivelocal carriers

havebeenincreasinglyforcedby thelack ofregulatoryor competitivealternativesto rely

on theBells’ deregulatedaccessservices,evento providecompetitivelocal services.As

explainedin theaccompanyingDeclarationof Mr. Friedlander,eachoftheRBOCshas

experienceddouble-digitannualgrowthin specialaccessusage.1’ As aconsequenceof

increasingprices and increasingvolumes,overall RBOC specialaccessrevenueshave

~ See Notice of ProposedRulemaking,PerformanceMeasuresand Standardsfor Interstate
SpecialAccessServices,CC Docket No. 01-321 (Nov. 19, 2001); Commentsof AT&T, CC
DocketNo. 01-321 (filed January22, 2002).

‘° See CommentsofAT&T, CC DocketNo. 01-321(filed January22, 2002).

~‘ See FriedlanderDecl. ¶ 6 & Exhibit 2.
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more than tripled since 1996, from $3.4 billion to $12.0 billion. All RBOCs have

participatedin this trend,which hasacceleratedin recentyears.

33. Ofcourse,if viable alternativesto the lastmile oftheRBOCs’ facilitiesactuallyexisted,

the RBOCs would not be able to impose large rate increases,lower quality, and

simultaneouslyincreaseoverall usageof theirnetworks. Nor havecarriersbeenableto

useUNEs to bypasstheRBOCs’ specialaccessservices. As we explainbelow, and as

AT&T has explainedin evengreaterdetail in the Triennial UNE Review Proceeding,

becauseof the Commission’suseand commingling restrictionson enhancedextended

links (“EELs”), IXCs and CLECs must rely on RBOC specialaccessto provide both

exchangeaccessandlocal service.

IV. HIGH BARRIERS TO ENTRY HAVE ALLOWED FEW COMPETITIVE
ALTERNATIVES TO THE REOCS’ SPECIAL ACCESS SERVICES DESPITE
THEIR HIGH PRICEAND LOW QUALITY.

A. The Marketplace Evidence Confirms That There Are Few Alternatives To

RI3OC SpecialAccessServices.

34. An equally significant indication of the RBOCs’ ability to maintain their monopoly

power over special accessis the absenceof significant new facilities-basedentry in

responseto thehighpriceand low qualityoftheRBOCs’ services. Threeyearsafter the

Commissionbeganits experimentin deregulation,facilities-basedcompetitionfor special

accessremainslimited, costly, inefficient andunreliable.

35. AT&T hasprovidedsubstantialevidence,bothin thetestimonyaccompanyingthis filing

and in theTriennialReviewProceeding,that, despitebillions of dollars in investments,

AT&T and otherCLECshavebeenableto replicateonly a small fraction of theBells’
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high-capacitynetwork.’2 Indeed, evenwhen AT&T has self-deployedfiber transport

rings, it remainsgenerallydependentupon the ILECs both to provide local loops andto

providetransportto aggregatetraffic from low demandcentraloffices to hubswherethe

fiber ring is deployed.’3 Theresult is that thelion’s shareof AT&T’s accessdollarsgo to

theBells.’4

36. Moreover,AT&T’s opportunitiesto expandits use of facilities-basedalternativesare

severelylimited. As explainedin theseparatedeclarationof Ken Thomas,only a small

fractionofthebuildingswhere AT&T currentlypurchasesspecialaccesshavesufficient

demandthat it would be even theoretically feasible to considerthe deploymentof

alternativefacilities. And eventhen,AT&T, aswell asotherCLECs,areoftenunableto

securethenecessaryrights-of-way,or convincecustomersto switch away from ILEC-

providedloops.

37. Nor, asMr. Thomasexplains,can AT&T turn to other CLECs, becausetheytoo have

establishedalternative facilities to only a small fraction of buildings. AT&T has

contractualarrangementswith virtually all ofthemajorCLECsthat offer facilities-based

accessservices,suchas MFS/WorldCom,Adeiphia,and Time Warner. TheseCLECs,

however,canprovideaccessto only asmall numberofadditionalbuildingsnationwide.’5

12 SeeCommentsof AT&T Corp., CC Docket No. 01-338,at 148-58 (filed Apr. 5, 2002)

(“AT&T TriennialReviewComments”);ReplyCommentsofAT&T Corp., CC DocketNo. 01-
338, at179-87,257-67(filed July 17, 2002)(“AT&T TriennialReviewReplyComments”).
13 See AT&T TriennialReviewCommentsat 149-50;AT&T TriennialReviewReplyComments

at294-96.

‘4See AT&T TriennialReviewReplyComments,PfauReplyDec. ¶ 26 n.10.

15 See ThomasDec.¶~6-7.
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Further, evenwhereAT&T hasa contractualarrangementwith a CLEC, AT&T often

cannotusethat CLECto provideaccess.16

B. The Transmission Facilities Used To Provide Special AccessServicesHave

Monopoly CharacteristicsAnd Are Protected By High Entry Barriers.

38. The record from the Triennial UNEReview Proceedingdemonstratesthat, becauseof

basic economic and network engineeringconsiderations,competitorswill be able to

deploy alternativefacilities in only limited circumstances.Loop and transportfacilities

are characterizedby substantialeconomiesof scaleand sunk costs. Thus, in most

instances,replicatingincumbenttransmissionfacilities would be economicallywasteful.

And evenin thosefew instanceswhere self-deploymentcan be economicallyjustified,

barriersto entry -- suchas the inability to obtain necessaryrights-of-way in a timely

fashion-- oftenpreventcompetitivedeploymentoffacilities.

39. TransmissionFacilities Are CharacterizedBy SubstantialEconomiesOf Scale. We

understandthatmostofthecostofdeployingloops, including“high capacity”loops, is in

thesupportingstructures,placement,rightsofway, andaccessto buildings,andnot in the

conductors(fiber strandorcopperwires) themselves.The costsoftheactualconductor—

be it copperor fiber — representonly a small portion of the overall deploymentcost.

16 As Mr. Thomasexplains(1111 8-1 1), many CLECs haveoverstatedthe extent to which they

havebuildings“on-net,” most of the major CLECs that provide alternativeaccesshavegone
bankrupt, and capacity on wholesalers’ networks is also often very expensive,because
wholesalerstypically price their servicesjust under the price umbrellaof the Bells’ special
accessservices.
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Becausethe costs of supportingstructuresare relatively insensitive to the numberof

wiresorfiber deployed,theBellsenjoysubstantialeconomiesof scale.’7

40. Dedicatedtransportis alsocharacterizedby substantialeconomiesof scaleand scope.’8

Not only do the Bells havefiber interconnectingvirtually all of their central offices

(eitherdirectly or indirectly), theyalsogenerallydeployeddarkfiber capacityatthetime

ofthe initial facility construction,so they candramaticallyincreaselit capacityon most

routes simply by adding or upgradingthe terminatingelectronicsat relatively small

incrementalcosts(and certainlyat a trivial cost comparedto newconstruction). Thus,

evenon specific,high-demandpoint-to-pointroutes,a CLEC cannothopeto achievethe

per-unitcostoftheBells’ transport.

41. TransmissionFacilities Are CharacterizedBySubstantialSunkCosts. The difficulties in

self-deployingtransmissionfacilities in competitionwith incumbentsarecompoundedby

thesunkcharacterof thecostsofbuilding loop andtransportfacilities. An investmentin

an assetis sunk if, oncemade,it cannotbe recoveredby removingtheassetfrom service.

Investedcapital fundsspenton trenching, structure,andrights of way for a loop clearly

fall into this category. It is basiceconomicsthat the needto incur significantsunkcosts

to deploy facilities that havesubstantialscaleeconomiescanresult in significant entry

barriers.

‘7AT&T TriennialReviewReplyCommentsat 148-60.

‘8Id. at 148-52.
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42. When substantialsunk investmentsmust be made, an entrant may be reluctant to

undertakeaninvestmentif thereis a materialrisk that thecostsoftheinvestmentwill not

be recovered.As oneofushaspreviouslyexplained:

The reasoningfor this is straightforward. If costsare sunk,the potential
entrantknowsthat it will not be ableto recoverits costs if it is unableto
attractsufficient revenuesto recoverthe sunk costs. At the sametime,
becauseof economiesof scale,thenewentrantwill incur higherper-unit
costs, makingit difficult for it to win sufficient customersaway from the
incumbent. Further,becausethe incumbenthasalreadysunkits costsand
hasvery low marginalcosts,thereis asignificantthreatthatthe incumbent
could dropits prices in responseto competitiveinroadsat any time down
to its short runcosts.’9

43. There is broad agreementamong economiststhat industries characterizedby both

declining averagecosts and sunk costs have the properties of natural monopolies

protectedby economicentry barriers.20 Thus, in suchan industry, evenif an entrant

could reasonablyapproximatethe scaleeconomiesof the incumbent,thethreatthat the

incumbentwould respondwith pricesclose to the short term variable costs,thereby

making it impossiblefor theentrantto recoversunk costs, may deterall but targeted,

limited entry. TheCommissionhasrecognizedthis point.2’

19 AT&T ReplyTriennialReplyComments,Willig ReplyDec. ¶ 21.

20 w, Baumol, J. Panzar, and R. Willig, CONTESTABLE MARKETS AND INDUSTRY STRUCTURE

(1982);D. CarltonandJ. Perloff, MODERN INDUSTRIAL ORGANIZATION (31’CI ed. 2000).

21 SeeSection257 Report, 12 FCC Rcd. 16802, ¶ 18 n.48 (1997) (“If entry into an industry

requireslargesunkcosts,the firm that incursthesesunkcostsfirst (the incumbent)canhavea
tremendousadvantage.Potentialnew entrantsmay realizethat any large scalefacilities-based
entryinto themarketwill probablyforcepricesto decreaseand thosepricesmaybe in fact below
thepoint necessaryto recoverthesunkcost investment.As aresult,facilities-basedentrywill be
deterred.”);seealsoMCI-BTMergerOrder, 12 FCC Red. 15351,¶ 162 (1997) (same).
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44. ILECsHave EnormousFirst-MoverAdvantages. Finally, the Bells enjoy first mover

advantagesoveranyCLECthat furthercompoundtheentryrisks andcreatedisincentives

to entry. As first movers, theBells receivedrights-of-way from local governmentsfor

undergroundcables,telephonepoles andwires with only minimal transactionscosts,

becausepotential telecommunicationscustomersin the neighborhoodor municipality

otherwise would not receive any telecommunicationsservices. Similarly, building

ownersand landlordswelcomed and accommodatedBells that were the only viable

provider of telecommunicationsfacilities to their properties. As subsequententrants,

CLECs, on theotherhand,generallycannotrely on existingfacilities, rights of way, or

conduit.22 Rather,a CLEC must constructthe loops andtransportfrom scratch,which

takesmany monthsof pre-constructionwhile, atthe sametime, it tries to negotiatethe

necessaryrights of way andconstructionpermitsfrom themunicipality andnegotiatethe

terms of building accessfrom the landlord.23 Rather than welcoming additional

competition,theseentitiesoften view CLEC requestsfor rights-of-way asa nuisance.

Retail customersunderstandablydo not wish to wait themanymonthsnecessaryfor the

competitivecarrierto negotiatethroughthis thicket.24 Further,whereastheBells entered

thepertinentmarketsfreeofcompetitorsand, asa result, havefacilities in placeto serve

all customers,CLECs must often commit to deploymentsbased on projections or

speculationthat therewill be demandfor suchfacilities therebyfacinghighermarketrisk

andthuspotentiallyhighercostofcapital.

22 AT&T TriennialReviewReplyCommentsat 164-65,171-77.
231d

241d. at 171-73.
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45. CLECsmust also incur substantialmarketingcoststo attractcustomersnow servedby

theRBOCs.Unlike theRBOCs,which startedwith no competition,CLECsmust expend

significant sumsto markettheir services,developa brand and convinceconsumersto

switch from their incumbentprovider.25 Thus, CLECs need to spendmuch more per

customeron marketingefforts to win customersaway from the RBOCs, andgenerally

alsohavetounderpricetheRBOCsto obtainbusiness.“[E]ntrants must enticecustomers

with a lowerpriceand/orincur agreaterselling expenseperunit thantheincumbent(s).

As a result, . . . an entrantmust incur promotionalexpendituresto overcomethe

incumbent’sexisting market dominance. Such expendituresare unrecoverableby the

entrantin theeventof marketexit and may constitute,therefore,a sunkcost impediment

to entry.”2” For all of thesereasons,thereis no sustainablebasisto concludethat new

entrycanbe relieduponto constraintheRBOCs’ specialaccessratesany time soon.

V. THE RBOCS HAVE THE ABILITY AND INCENTIVE TO USE THEIR
MARKET POWER TO HARM USERS OF SPECIAL ACCESS AND STIFLE
COMPETITION IN ADJACENT MARKETS.

46. As discussedabove, the RBOCs have used their Commission-authorizedpricing

flexibility over specialaccessto collect billions of dollars in supracompetitiveprofits.

Theserentsarean unnecessarytransferofresourcesto theRBOCsfrom their customers

and, ultimately, from consumers. Thedeadweighteconomicloss that resultsfrom this

overpricingandtheresulting suppressionof demandfor specialaccessservicesand the

25 UNERemandOrder, 15 FCC Red. 3696¶ 87 (1999).
265ee First VideoCompetitionReport,9FCCRcd.7442,¶~39-40(1994).
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servicestheymakepossible,relativetothe level ofdemandthatwould be forthcomingat

competitiveprices,is undoubtedlysignificantaswell.

47. But this significant and unnecessarydrain on the economy is only one of the

manifestationsof theRBOCs’ specialaccessdominance. Basic economicspredictsthat

theRBOCswill havetheincentiveandability to usetheir controloveressentiallastmile

facilities to impedecompetitionin a numberofadjacentproductmarkets.

A. Strict Regulation Of Special AccessRates Is NecessaryTo Protect Facilities-
BasedLocal Competition.

1. The RBOCs’ Inflated Prices For Special Access Have Erected A
Major Barrier To Entry By Potential Facilities-Based Competitors
Into Retail Markets For Local Telephony.

48. High specialaccessratesinhibit theentryof CLECs into local marketsusing their own

facilities. Specialaccessservicesare critical to local competitionbecausethe current

regulatoryregimedoesnotallow CLECsto substitutecombinationsofloop and transport

UNEs. As AT&T hasexplained,theCommissionhaspermittedincumbentsto impose

“use” and“commingling” restrictionson combinationsofunbundledloops andtransport

facilities that havelargely preventedCLECsfrom convertingspecialaccessservicesinto

unbundlednetworkelements.27Weunderstandthat over 98%ofAT&T’s facilities-based

local servicefor businesscustomersusing incumbentfacilities ofDS-1 level or higheris

providedoverincumbentspecialaccessservices,not UNEs.28

27 Commentsof AT&T Corp., CC DocketNo. 96-98,at 18-23, (filed April 5, 2001) (“AT&T

UseRestrictionComments”);AT&T TriennialReviewReplyCommentsat283-300.
28 SeeAT&T TriennialReviewReplyComments,PfauReplyDec. ¶ 26 n.10.
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49. Without accessto cost-basedloop-transportUNE combinationsknownasEELs, CLECs

dependon the availability of reasonablypriced special access“services” to deploy

CLECs’ own switches and other local facilities. CLECs lack the geographically

concentratedcustomerbasesthat the ILECs enjoy. Thus, to deploy switcheswith the

samecapacity(and, therefore,scaleeconomies)asthe ILECs, CLECs must be ableto

serve a more geographicallydispersed customerbase. Special accessprovides a

necessarymeansto link potentialcustomersto CLEC switches.

50. But, asexplainedabove, specialaccessratesaretypically twice (and sometimesthreeor

four times) the TELRIC rates for the comparableUNEs. And, critically, because

TELRIC measuresthe incumbent’strue economiccosts,the fact that accessratesare

typically twice TELRIC meansthat theCLEC’s costof accessingtheunderlyingfacilities

is usuallytwice(ormore)that oftheincumbent. Effectivefacilities-basedcompetitionis

particularlydifficult andunlikelyundertheseconditions.

51. More subtly, CLECs need accessto ILEC transmissionfacilities as a “bridge”

mechanismto self-deployingtheir own transmissionfacilities in thefew instanceswhere

it might be economicto do so. Becausemostoftheinvestmentin transmissionfacilities

is likely to be sunk once made,competitivecarriersare unlikely to be willing to build

transmissionfacilities “on spec”andhopethat customerswill showup. Rather,potential

entrantsneedsomereasonableassurancethat there is sufficient demandto support a

deploymentoftransmissionfacilities. Customers,on theotherhand,maybe unwilling to

commit to serviceand then wait the many months(or years)neededfor the CLEC to

obtainthenecessaryrights-of-wayandbuildtransmissionfacilities.
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52. Further,thesubstantialeconomiesof scaleof transmissionfacilities renderuneconomic

the constructionof a competitivecarrier’sown transmissionfacilities unlessthecarrier

canaggregatetraffic from numerousLSOsto a hub, and thenplacetheaggregatedtraffic

onto its own transportfacilities at the hub.29 Without accessto EELs at TELRIC rates,

CLECsfaceadilemma. Theycaneitherpayexcessivespecialaccessratesto reachthose

additionalLSOs,therebyincurringexcessivecostsof purchasedinputs from theRBOCs

and burdeningthemselveswith a cost structurethat precludesthem from competing

effectively with theILECs, or they can attempt to build fiber facilities with enormous

excesscapacityand substantialup-front coststhatwould dwarfthereasonablyanticipated

revenuestream. In either case,thesecosts— which the Bells do not face — impede

effectiveentry into retail marketsfor local telephoneservices,and lessenthe ability of

competitiveprovidersoftelecommunicationsservicesto constrainthe marketpowerof

theRBOCs.

2. The REOCs’Ability To Engage In Targeted Pricing And Customer
Foreclosure Also Acts as a Deterrent Against Facilities-BasedEntry
Into The Provisioning Of SpecialAccessServices.

53. The existing rulesnotonly enableILECsto chargeexcessivepricesfor critical inputsthat

serveas a necessarybridge or complementto facilities deployment,therebyharming

competitionin the retail marketfor local telephony,but theyalsogiveRBOCstheability

to deploydiscriminatorycontracttariffs that cantargetanyattemptedcompetitiveinroads

into the intermediatemarket for special access. In particular, the existing pricing

flexibility rules permit the RBOCs to price discriminatein a mannerthat may further

29 See AT&T TriennialReviewCommentsat 136-38; AT&T TriennialReviewReplyComments

at25 1-52.
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stymie entryor induceexit of efficient competitorsand to uselong termcontractsto deny

competitorsaccessto thetraffic necessarytojustify facilities deployment.

54. TargetedPricing. It has been notedthat the RBOCs’ excessivespecial accessrates

seeminglycreatea “price umbrella” over thoseCLECsthat actuallydeploy alternative

facilities. While this may be true for the few existing facilities-basedCLECs, the

presenceof suchan umbrellacould offer little comfort to potential entrants. To the

extent that an RBOC canprice discriminateunder the existing pricing rules, it will be

ableto lower pricesselectively—i.e.,to only thosecustomersthat could potentially be

servedby the new entrant—whilekeepingpriceshigh for all other customers. For

example,if a competitivecarrierwereto deploytransportfacilities betweentwo points,

an RBOCcould respondby loweringpriceson that routebut not any others. Although

such responsesmay, of course,occur in competitive environments,here it has the

undesirableeffect of prolongingmarketdominanceby a firm that was able to makea

largeportionofits sunkinvestmentin aregulatedregime.

55. Thus, theRBOCs’ optionof cutting prices in responseto facilities-basedentry, coupled

with thehigh degreesof scaleeconomies,sunk costs,andsecond-moverdisadvantages

add up to a powerful deterrentto future competitiveentry, unlessthenew entranthas

substantialcost (i.e., technology)or other advantagesover the incumbent.Companies

that would dependon the RBOC for critical inputs would, if anything, be even more

unwilling to enterthemarket,becausethe likelihood of losseswould be furtherelevated

by the unreasonablepricesthat theywould be requiredto pay to theRBOC for those

inputs.
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56. The Commission in its Pricing Flexibility Order was “concerned” about this: “Phase I

relief, which enables [the Bells] to offer contracttariffs to individual customers,[could

permit theBells] to engagein exclusionaryconduct.”3°The Commissionobservedthat,

absentregulation,theBells hadtheability to “reduceprices in the short run and forgo

currentprofits in orderto preventtheentry ofrivalsor to drive themfrom the market.”3’

BecausetheBell almostalwaysenjoyssubstantialadvantagesovertheCLEC in termsof

per-unitcosts,theBell canreduceits ratesto apoint betweenits ownunit costandthatof

the CLEC at any time. As a result,theEBOC can deteror drive any CLEC from the

marketto theextenttheCLEC’s businessplanis basedon beingableto chargeprevailing

supracompetitiveaccessprices.32

57. The Commission believed that it could protect against these concernsby granting

downward pricing flexibility only where CLECs had made “substantial sunk

investment.”33 The Commissionreasonedthat whereinvestmentin alternativefacilities

had beensunk, the Bells would haveno incentiveto engagein exclusionarybehavior

becausetherewould be little prospectof driving the CLECs out of the market. “If a

competitiveILEC hasmadea substantialsunkinvestmentin equipment,that equipment

remainsavailableand capableof providingservicein competitionwith the incumbent,

evenif theincumbentsucceedsin driving thatcompetitorfrom themarket.”34

301d ¶79.

31Ici.
32 SeeAT&TTriennial Review Reply Comments, Lesher Reply Dec. ¶ 28.

u PricingFlexibility Order ¶ 80.

34 Id.
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58. The Commission’sreasoningwas too narrow. The sunk characterof much of the

investmentin a competitivecarrier’sfacilities doesnot eliminatethe rationalefor acting

aggressivelyagainstan entrantwhensuchaggressivebehaviorcanreducethe likelihood

of futureadditional entry in thesamemarketor othermarkets. The economicliterature

citedby theCommissionin its orderpertainingto theincentivesfor “predatory” conduct

focuseson situationswhere only entry in a single marketby a single competitoris at

stake. The incumbent’sincentives,however, can changedramaticallywhen multiple

marketsor entryby multiple carriersareinvolved. Thereis now asubstantialeconomics

literature demonstratingthat an incumbentmay want to use“predatory” actions(for

example, price below some pertinent measureof cost) to establisha reputation for

“toughness”andtherebydissuadesubsequentpotential entrantsfrom invading its turf.35

Thus, eventhoughsuchconductmay be costly in theshort run, it mayneverthelessbe a

profitablebusinessstrategyif it lessenslikelihoodof entryovera longrun.

59. TheBells’ expert,Alfred Kahn,hasagreed:

Theextenttowhich marketsareeffectively contestablecannotlogically be
independentof thewaysin which therich, dominantincumbentsrespond
or haverespondedin thepastto previousentrants. As my colleagueIrwin
Steltzeronceput it, ano trespassingsign alonemay not detera hiker from
walking on another’sproperty,but when,just beyondthesign, thefield is
litteredwith thebodiesof previoustrespassers--andall themoreso when
other fields, ownedby other people,are similarly littered--the lessonis
likely to sink in. And no static calculusof thebenefitsandcostsof such

u SeeX. Vives, OLIGOPOLY PRICING 291 (1999);D. FudenbergandE. Tirole, Noncooperative

GameTheory, in I HANDBOOKOFINDUSTRIAL ORGANIZATION 320-322(R. Schmalensee and R.
Willig, eds. 1989); J. Ordover and G. Saloner, Predation, Monopolization and Antitrust, in 1
HANDBOOK OFINDUSTRIAL ORGANIZATION 545-562 (R. Schmalensee and R. Willig, eds. 1989);
D. Kreps, and R. Wilson, Reputation and Imperfect Information, 27 J. OFEcoN. THEORY, 253-
79 (1982); P. Milgrom, and J. Roberts, Predation,ReputationandEntry Deterrence,27 J. OF
ECON.THEORY280-312(1982).
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disciplinary action in an individual case, with the benefits heavily
discountedbecauseoftheir futurity anduncertainty,can suffice to dispel
thepossibility that suchapolicy will recommenditself to the incumbents,
and end up producing a radically transformed,highly concentrated
industry,far lesscompetitivein its pricingbehavior.3”

60. CustomerForeclosure. The Commissionhas recognizeda relatedconcernthat the

RBOCs can use pricing flexibility to prevent facilities competition by engagingin

customerforeclosure.In particular,

[a]n incumbentcanforestalltheentryofpotentialcompetitorsby “locking
up” largecustomers. . . . Specifically, largecustomersmaycreatethe
inducementfor potentialcompetitorsto invest in sunk facilities . . . . To
theextentthe incumbentcanlock in the larger. . . customerswhosetraffic
would economically justify the construction of new facilities, the
incumbentscanforeclosecompetitionforthesmallercustomeraswell.37

61. The Commission’sfears were well-justified from the perspectiveof sound economics.

And thereis now evidencethat the pricing flexibility regulationsthat the Commission

adoptedin 1999arenotadequateto preventthis typeofexclusionaryconduct. As AT&T

explainsin its Petition,theRBOCsareeffectively impelling carriersto enterinto optional

pricing plans (“OPPs”)that tie up significantportionsof themarket. The R.BOCshave

threatenedIXCs with evenhigherratesunlessthey signlong-termcontractswith sizable

penaltiesfor earlytermination.

62. We understandthat virtually all oftheseplansrequireAT&T to commit to certainlevels

of annualpurchasesto obtain thediscounts.As a result,if AT&T wereto migratetraffic

to its ownor RBOCcompetitors’facilities, it would losetheOPPdiscounts(typically on

36 Alfred E. Kahn, The MacroeconomicConsequencesof SensibleMicroeconomicPolicies, at

14-15(N/E/RJAReprint, 1984).
37PricingFlexibility Order ¶ 79.
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a regionwidebasis), which in most cases would dwarf whatever savings AT&T could

achieveby usingcompetitivealternatives. Indeed,weunderstandthat someRBOCshave

insistedon specific penaltiesfor migratingtraffic to competitors. Evenif morebroadly

available alternativeswere to eventuate,AT&T could not takeadvantageof them in

many cases,becausemost of the OPP plans impose substantialpenalties for early

withdrawal,whichwould negateany savings.

63. In short, astheCommissionrecognizedin thePricingFlexibility Order, absenteffective

competitionor regulation,theRBOCshavethe ability to engagein pricing practicesthat

makethetechnology-drivenbarriersto entryevenmoreeffectivein working againstnew

entrants. TheRBOCscanward off thethreatof competitiveentryby “locking up” large

customersby offering them volume or term discountsbelow entrants’costs — thereby

deterringprospectiveentrants,for whom serviceto large customersmayhavebeenthe

inducementnecessaryto invest in the necessarysunk facilities. And the evidence

indicatesthat theRBOCsaredoing preciselythat.

B. Regulation Of Special AccessContinues to be NecessaryTo Protect Long

DistanceCompetition.

64. As theRBOCswin interLATA authority, they will haveincreasing incentive to usetheir

market power in the provision of special access to disadvantage anticompetitively their

long distance rivals. Access is a “necessary input for long-distance service” and access

charges constitute a sizeable percentage of the overall cost of long distance services.

This gives the RBOCsthe opportunity to undertake a profitable strategy of raising rivals’

costs.

- 29 -



65. More specifically, once RBOCsare permitted to provide in-region long-distance service,

theywill competewith theIXCs thatdependonthemfor the provisionof terminatingand

originating access. This provides the RBOCswith the furtheropportunityand incentive

to weaken the IXCs’ competitive position by overcharging them for access. At the same

time, the increase in access charges will provide the RBOCs’ long-distance affiliates with

a strategic cost advantage wholly unrelated to any efficiencies realized by the affiliates.

The source of these cost and competitive advantages is the difference between the true

cost of access, as measured by its TELRIC, and the distorted rate that the RBOCscan

charge to its access customers. This cost advantage enables the RBOCnot only to charge

monopoly prices for access, but to set its long-distance rates at or below its access

prices.38

66. If access prices are above the costs that the RBOCactually incurs to provide access, the

RBOCcan use the cost differential between what its rivals pay them for these elements

and the lower economic cost that it incurs as a vertically integrated company to gain an

advantage in the provision of bundled services. The RBOCmight create an anti-

38 The Commission has long recognized that, “[a]bsent appropriate regulation, an incumbent

LEC and its interexchange affiliate could potentially implement a price squeeze once the
incumbent LEC began offering in-region, interexchange toll services.” AccessReformOrder, 12
FCCRed. 15982 ¶ 277 (1997);seealso Id. ¶ 278 (incumbents have the “incentive and ability to
engage in a price squeeze”). As the Commission has explained, “[t]he incumbent ILEC could do
this by raising the price of interstate access services to all interexchange carriers, which would
cause the competing in-region carriers to either raise their retail rates to maintain their profit
margins or to attempt to maintain their market share by not raising their prices to reflect the
increase in access charges.” Id ¶ 277. Alternatively,“the incumbentLEC could also set its in-
region, interexchange prices at or below its access prices. Its competitors would then be faced
with the choice of lowering their retail rates for interexchange services, thereby reducing their
profit margins, or maintaining their retail rates at the higher price and risk losing market share.”
Id.
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competitiveprice squeezeby chargingIXCs agreatermargin for accessthanthe RBOC

earns on its own integrated end-user services, and thereby deter efficient IXC supply.

This strategy may be profitable to the RBOCs, while harmful to consumers, and can

weaken the ability of IXCs to compete for local exchange business while maintaining the

monopoly hold that the RBOCshave over that business.

67. Such ILEC tactics harm not only IXCs, but also telecommunications consumers. As long

as the RBOCcontinues to charge and collect excessive access prices, it is the end users

who will continue to pay for them in one way or another. One avenue is simply the

passed-along amount that the end-user pays to the IXC, so that the IXC can in turn pay it

to the RBOC. Another avenue is the above-cost price for long-distance charged to the

end-user by the RBOC.

68. Consumers are also harmed because an anticompetitive price squeeze impairs the IXC’s

ability to compete for the provision of bundled offerings that contain both a local and

long distance component. By maintaining above-cost access charges, the RBOCcan

continue to apply strong pressure on IXCs, who must charge customers long-distance

prices that reflect the excessive charges. By charging prices for its long-distance

customers that do not reflect all of the artificially elevated access prices, the RBOCcan

divert substantial business from the IXCs to itself.

69. The evidence since 1999 confirms that the Bells not only can undertake such

anticompetitive price squeezes, but may have actually done so. For example, AT&Thas

shown that SBCmaintains intrastate access rates in Texas of nearly six cents per minute
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(originating plus terminating).39 SBC’s long distance affiliate, however, offers long

distance rates in Texas as low as five cents per minute, as well as a block of 100 minutes

for six dollars.40 Because providing finished long distance service requires SBCto incur

many additional costs (such as the intraLATA transport component, retail and marketing,

and back office expenses), SBC’s long distance affiliate must be offering retail services

that fail to cover SBC’s properly imputed costs. For an example that highlights the

potential roles of bundling, BellSouth offers an intrastate service in its region called “Fast

Packet Option.” Under this offer, end users can obtain special access at rates that are

lower than those in BellSouth’s federal tariffs, but only if the end user agrees to purchase

BellSouth’s frame relay services as well.4’ As a result, AT&T cannot obtain special

access at the “Fast Packet Option” rates and pair that servicewith its own frame relay

services.

VI. CONCLUSION

70. For the reasons stated, the triggers established by the Pricing Flexibility Order fail to

ensure that, absent regulation, an RBOCgranted such flexibility would be unable to

exercise market power over the access services for which pricing flexibility is authorized.

Instead, the triggers have enabled the RBOCsto reap supracompetitive profits and freed

the RBOCsto abuse their control of critical inputs in order to deter efficient entry into the

‘~Comments of AT&TCorp.,CC Docket No. 00-175, at 4 (Nov. 1, 2001).
401d.
41 CompareBellSouth Telecommunications Inc., Georgia, General Subscriber Service Tariff,

Twelfth Revised Page 1, A.40 (FrameRelay Service), with BellSouth Telecommunications, Inc.,
FCCTariff No. 1,

6
th Revised page 21-1 (Fast Packet Access Services). BellSouth has similar

tariffs in each of the states in its region.
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access markets and impede competition in long distance markets. Such consequences are

plainly contrary to the public interest. Wetherefore recommend that the Commission

subject the RBOCs’ special access services to effective regulation that will drive access

charges towards cost and constrain exclusionary conduct by the RBOCs.
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DECLARATIONOFM. JOSEPHSTITH

1. My name is M. Joseph Stith. I am an analyst at AT&T. My responsibilities include

analysis of ILEC Special Access. I obtained a Ph.D. in Mathematical Statistics from

the University of Missouri in 1978.

2. I have prepared the attached charts, which provide a comparison of each Bell

company’s tariffed interstate special access rates subject to price caps with their tariffed

interstate rates subject to pricing flexibility in each state. The charts also provide a

comparison of those rates to the rates for comparable unbundled network elements in

each state.

3. I computed the rates as follows. All ratesare for a ten-mile stand-alonecircuit, to

facilitate apples-to-apples comparisons. In other words, each rate is for two channel

terminations, a fixed mileage charge for transport, and per-mile charge for transport



(multiplied by ten). In any instancein which theILEC haszonedrates,I usedtheZone

I rate. All ratesareasofAugust1, 2002.

4. “ILEC Tariff’ is the ILEC’ s tariffed month-to-monthratefor a ten-mile standalone

circuit for specialaccessservicesstill subjectto pricecaps.

5. “iLEC OPP” is theILEC’s tariffed ratefor a ten-milestandalonecircuit providedin its

optionalpricingplan (“OPP”), for servicesstill subjectto pricecaps. All OPP ratesare

for five-yearplans, exceptwhere not available,in which casethe highestyear plan

belowfive yearswasused.’

6. “ILEC PricingFlex Tariff’ is theILEC’s tariffed month-to-monthratefor aten-mile

standalonecircuit for specialaccessservicesno longersubjectto pricecaps.

7. “ILEC PricingFlex OPP” is theILEC’s tariffed ratefor a ten-milestandalonecircuit

providedin its OPPfor servicesno longersubjectto pricecaps.

8. “Month-to-Month Difference Pricing Flex to Price Cap” is the percentagedifference

betweenthe price cappedmonth-to-monthrateand the pricing flexibility month-to-

monthrate(i.e.,thepercentagedifferencebetweentheratesin columns1 and3).

9. “OPP %DifferencePricingFlex to Price Cap” is thepercentagedifferencebetweenthe

price capped OPP rate and the pricing flexibility OPP rate (i.e., the percentage

differencebetweentheratesin columns2 and4).

“ILEC OPP” doesnot includepaymentplansrequiringcommitmenteitherto anexpenselevel
orto a level ofexpensegrowth.

2



10. “TJTNE rate” is the rate for a loop and transport combination in that state, assuming a

ten-milecircuit. The chartdisplaysUNE ratesonly where suchratesare orderedand

effectiveasdeterminedby a statecommission.

11. As the data demonstrate,the Bells’ tariffed pricing flexibility ratesare equalto or

higherthantheir tariffed pricecap ratesin virtually every instance. For example,for

DS1 OPPrates— which representthe largestvolumesandthelargestexpense— SBC-

SouthwesternBell’s pricing flexibility ratesare morethan 35% higherthanthe price

cap rates,SBC-PacificBell’s are24% higher,Verizon-Bell Atlantic-South’sare 16%

higher, and Verizon-Bell Atantic-North’sare 7% to 14% higher (dependingon the

state). Notably, theBells chargethesehigherratesin the largestcities in theUnited

States,wherecompetitionis ostensiblythemostadvanced. Many of the Bells’ other

specialaccessservicesshowsimilardisparities.

3
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10/5/2002

Company State

BellSouth Alabama

BellSouth Georgia

BellSouth Flotida

Comoarison of costs (10-mile Standalone Circuit)

Sevice ILEC Tariff
Mo-to-Mo

ILEC app ILEC
Pricing Flex

Tariff

ILEC
Pricing Flex

app

Mo-to-Mo %
Difference

Pricing Flex
pn p,.i,’~r,,n

app %
Difference

Pricing Flex
~r, ~ r~n

UNE rate

DS1 $505 $380 $601 $391 19% 33’ $221
DS3 $7,210 $4,075 $8,180 $4,575 13% 12% $1,485

DS-0 Digital $284 $202 $284 $202 0% 09’ 564

DS-0 Analog $151 $110 $151 $110 0% 0% $64

aC-3 $11,630 $9,520 $11,930 $9,600 3% 1%
DC-12 $23,990 $19,810 $24,440 $19,450 2% -2’/
aC-48 $50,000 540.500 $50,200 $38,600 03’ -5%

UNE rate

aC-192 $129,500 $104,100 $129,500 $95,700 0% -8%

Sevice ILEC Tariff
Mo-to-Mo

ILEC ~ ILEC
Pricing Flex

Tariff

ILEC
Pricing Flex

~

Mo-to-Mo %
Difference

Pricing Flex
to Price Cap

app %
Difference

Pricing Flex
to Price Cap

DS1 $505 $380 $601 $391 19% 3% $177
DS3 $7,210 $4,075 $8,180 $4,573 13% 12% $1,737

DS-0 Digital $284 $202 $284 5202 0% 0% $54

DS-0 Analog $151 SilO $151 $110 0% 0% $5’

OC-3 $11,630 $9,520 $11,980 59,600 3% 1%
OC-12 $23,990 $19,810 $24,440 $19,450 2% -29
DC-48

OC-192

Sevice

$50,000
$129,500

ILEC Tariff
Mo-to-Mo

$40,500
$104,100

ILEC aPP

$50,200
$129,500

ILEC
Pricing Flex

Tariff

$38,600
$95,700

ILEC
PricIng Flex

~

0’/~
O%

Mo-to-Mo %
Difference

Pricing Flex
to Price Cao

-59
-8%

~ %
Difference

Pricing Flex
to Price Cao

UNE rate

DS1 $505 $380 $601 $391 19% 3% $193
DS3 $7,210 $4,075 $8,180 54,575 13% 12% $2,071

DS-0 Digital $284 $202 $284 $202 0% 0% $61

05-0 Analog $151 $110 $151 $110 0% 0% $61

aC.3 $11,630 $9,520 $11,980 $9,600 3% 1%
aC-12 $23,990 $19,810 $24,440 $19,450 2% -23
aC-48 $50,000 $40,500 $50,200 538,600 0% .5%

OC-192 $129,500 $104,100 $129,500 595,700 0% -8%

unewaldbaum_01_hoxls
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10/8/2002

Company State

North
BellSouth Carolina

South
BellSouth Carolina

BellSouth Mississippi

Comoarison of costs (10-mile Standalone CIrcuit)

Sevice 1LEC Tariff
Mo-to-Mo

ILEC ~ ILEC
Pricing Flex

Tariff

ILEC
Pricing Flex

~

Mo-to-Mo %
Difference

Pricing Flex
On Prl,~(~n

OPP %
Difference

Pricing Flex
On P,’i,~(‘,n

UNE rate

DS1 $505 $380 $601 $391 19% 3% $176
053 $7,210 $4,075 $8,180 54,575 13% 12% $1,772

DS-0 Digital $284 $202 $284 $202 0% 0% $61

DS~0Analog $151 $110 $151 $110 0% 0% $61

OC-3 $11,630 $9,520 511.980 $9,600 3’! I’!
OC—12 $23,990 $19,310 $24,440 $19,450 2% -29’
OC-48 $50,000 $40,500 $50,200 538,600 0% .5%

OC-192 $129,500 $104,100 $129,500 595,700 0% -8%

Sevice ILEC Tariff
Mo-to-Mo

ILEC ~ ILEC
Pricing Flex

Tariff

ILEC
Pricing Flex

~

Mo-to-Mo %
Difference

Pricing Flex
o,, ~ r,,,~.

OPP %
Difference

Pricing Flex
o,, p..t,~ r~n

UNE rate

051 $505 $380 $60! $391 19% 3% 5183
053 $7,210 $4,075 $8,180 $4,575 13% 12°! ‘,ocalChN/A

DS-0 Digital $284 $202 $284 $202 09’ 0°!, $63

DS-0 Analog $151 $110 $15! $110 0% 09 $63

OC-3 $11,630 $9,520 $11,980 $9,600 3% 1%
OC-12 $23,990 $19,810 $24,440 $19,450 2% .2%
OC-48

OC-192

Sevice

$50,990 $40,500 $50,200
$129,500

ILEC
Pricing Flex

Tariff

$38,600
$95,700

ILEC
Pricing Flex

OPP

0% .5%
$129,500 $104,100 0%

-

-8°!

ILEC Tariff
Mo-to-Mo

ILEC ~ Mo-to-MO %
Difference

Pricing Flex
On Drt,~f~n

OPP %
Difference

Pricing Flex
On Prl,~ r~n

UNE rate

051 $505 $380 $601 $391 19% 3% 515/
053 $7,210 $4,075 $8,180 $4,575 13% 12% $1,451

DS-0 Digital $284 $202 $284 $202 0% 0% $5

DS-0 Analog $151 SilO $151 SIlO 03’. 0% $5’

OC-3 $11,630 $9,520 $11,980 $9,600 3% 1%
OC-12 $23,990 $19,810 524,4411 $19,450 2% -2°!
OC.48 $50,000 540.500 $50,200 $38,600 0% -5%

OC-192 $129,500 $104,100 $129,500 $95,700 0% -8°!

une_waldbaum_Oljioxls
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10/8/2002

Company Stale

BellSouth Louisiana

BellSouth Tennessee

BellSouth Kentucky

Comoarison of costs (10-mile Standalone Circuit)

Sevice ILEC Tariff
Mo-to-Mo

ILEC OPP ILEC

Pricing Flex
Tariff

ILEC
Pricing Flex

~

Mo-to-Mo %
Difference

Pricing Flex
On Drir~r~n

app %
Difference

Pricing Fiex
On P,i,-~r~n

UNErate

DSI $505 $380 $601 $391 19% 3% $224
DS3 $7,210 $4,075 $8,180 $4,575 13% 12% 51,76

DS-0 Digital $284 $202 $284 $202 0% 0°! $75

DS-0 Analog $151 $110 $151 $110 0% 09 575

OC-3 $11,630 $9,520 $11,980 $9,600 3% 1°!
QC-12 $23,990 $19,810 $24,440 $19,450 2% -2%
OC-48 $50,000 $40,500 $50,200 $38,600 09’ -5%

QC-192 $129,500 $004,100 $129,500 $95,700 0% -83’

Sevice ILEC Tariff
Mo-to-Mo

ILEC OPP ILEC
Pricing Flex

Tariff

ILEC
Pricing Flex

OPP

Mo-to-Mo %
Difference

Pricing Flex
On P,f,~r~n

app %
Difference

Pricing Flex
On Dr1,~(~n

UNErate

OS1 $505 $380 $601 $391 19% 3% $175
DS3 $7,210 $4,075 $8,180 54,575 13% 12% $1,918

DS-0 Digital $284 $202 $284 $202 0°! 0% $61

DS-0 Analog $151 SIlO $151 SIlO 0% 0% $61

OC-3 $11430 $9,520 $11,980 $9,600 3% 1%
aC-12 $23,990 $19,810 $24,440 $19,450 2% .23’
OC-48 $50,000 $40,500 $50,200 538,600 0°! -5%

OC-192 $129,500 $104,100 $129,500 $95,700 0% .8°!

Sevice ILEC Tariff
Mo-to-Mo

ILEC OPP ILEC
Pricing Flex

Tariff

ILEC
Pricing Flex

opp

Mo-to-Mo %
Difference

Pricing Flex
Or, Dr4,~C~n

app %
Difference

Pricing Flex
On Prfr~r~n

UNErate

DS1 $505 $380 $601 $391 19% 3% $191
D53 $7,210 $4,075 $8,180 $4,575 13% 12% $2,127

05-0 Digital S284 $202 $284 $202 0% O% $70

DS-0 Analog $151 5110 $151 5110 0% 0% $70

OC-3 $11430 $9,520 $11,980 $9,800 3% 1%
OC-12 $23,990 $19,810 $24,440 $19,450 2% -29’
OC-48 $50,000 $40,500 $50,200 $38,600 09’. 5°/
aC-192 $129,500 $104,100 $129,500 $95,700 0% -8°!

1 DS3 assumed POP channel term and the end-user channel term are between 1/2and 1 mile of their LEC servlno wire centers.
2 DC-n not offered at month-to-month rates, used 1-year term plan for Tariff pricing. Mileage is offered at month-

to-month rates, but continued to use i-year term sian.
3 Used OC-n 4-wire for Interface rates.
4 DC-n assumedboth channel termswithin 1/2 ml of their respective ISOs.
5 OC-192 did not have interface rates leisted in the tariff, used 4 times the OC-48 rates.
8 Used 61-month term plans for all services.
7 053: Assumeda 1-mileend-user and POP channel term.

Noles:

une,waldbaum_O1_hoxls
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10/8/2002

Company State

Owest Arizona

Owest Colorado

Owest Iowa

Comoarlson of costs (10-mile Standalone CIrcuit)

Sevice ILEC Tariff
Mo-to-Mo

ILEC aPP ILEC
PricIng Flex

Tariff

ILEC
Pricing Flex

~

Mo-to-Mo %
Difference

Pricing Flex
Or, Prlrp Car,

app %
Difference

Pricing Flex
O~P.

1
,-p Can

liNE rate

DS1 $420 $326 $440 $342 5% 5% $371
053 - $3,710 $2,781 $3,710 $2,783 0% 0% $4,376

DS-0 Digital $175 $140 $186 $149 6% 6% MileageN/A

DS-0 Analog $87 $79 $90 $82 3% 4% Mileage N/A

OC-3 N/A N/A N/A
OC-12 N/A N/A N/A
OC-48 N/A N/A N/A
OC-192 N/A N/A N/A

Sevice ILEC Tariff
Mo-to-Mo

ILEC OPP ILEC
Pricing Flex

Tariff

ILEC
Pricing Fiex

OPP

Mo-to-Mo %
Difference

Pricing Flex
On P.1,-p (‘an

OPP%
Difference

Pricing Flex
Fr,,PrS-p (‘an

UNErate

OS1 $420 $326 $440 $342 5% 5% $153
0S3 $3,710 $2,783 $3,710 52,783 0°,’, 0% $1,131

DS-0 Digital $175 $140 $186 $149 6% 6% MileageN/A

DS-0 Analog $87 $79 $90 $82 3% 4%MileageN/A

OC-3 N/A N/A N/A
OC-12 N/A N/A N/A
OC-48 N/A N/A N/A

OC-192 N/A N/A N/A

Sevlce ILEC Tariff
Mo-to-Mo

ILEC OPP ILEC
Pricing Flex

Tariff

ILEC
Pricing Flex

OPP

Mo-to-Mo %
Difference

Pricing Flex
On Prlra Can

aPP ‘/s

Difference
Pricing Flex
On P.1,-p (‘an

liNE rate

DS1 $420 $326 $440 $342 5% 5% Loop N/A
0S3 $3,710 $2,783 $3,710 $2,783 0% 0%Loop N/A

05-0 Digital $175 $140 $186 $149 6% 6%MileageN/A

DS-0 Analog $87 $79 $90 $82 3% 4% Mileage N/A

OC-3 N/A N/A N/A

OC-12 N/A N/A N/A

OC-48 N/A N/A N/A
~C-192 N/A N/A N/A

une,,,waldbaum_Oljio.xls
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10/8)2002

Company Slate

Qwesl Idaho

Qwest Minnesota

Qwest Montana

~Qmg~rison of costs (10-mile Standalone Circuit)

Sevlce ILEC Tariff
Mo-to-Mo

ILEC app ILEC
Pricing Flex

Tariff

ILEC
Pricing Flex

OPP

Mo-to-Mo %
Difference

Pricing Flex
On P.1,-p Can

aPP %
Difference

Pricing Flex
On P.1,-p Can

UNE rate

DS1 $440 $342 $460 $358 5% -- 4% l.oop&MIN/A
DS3 $3,710 $2,783 $3,710 $2,783 0% 0% Loop & Mi N/A

DS-0 Digital $175 $140 $186 $149 6% 6%Loop&MiN/A

DS-0 Analog $87 $79 $90 $82 3% 4% Loop &Mi N/A

OC-3 N/A N/A
OC-12 N/A N/A
OC-48 N/A N/A
OC-192 J/A N/A

Sevlce ILEC Tariff
Mo-to-Mo

ILEC app ILEC
Pricing Flex

Tariff

ILEC
Pricing Flex

OPP

Mo-to-Mo %
Difference

Pricing Flex
On P.1,-S Can

app %
Difference

Pricing Flex
On P.1,-p (‘an

UNErate

DS1 $420 $326 $440 $342 5% 5%Loop N/A
DS3 $3,710 $2,783 $3,710 $2,783 0% 0% Loop N/A

DS-0 Digital $175 $140 $186 5149 6% 6% LOOP&MIN/A

DS-0 Analog $87 $79 $90 $82 3% 4% Loop & Mi N/A

OC-3 N/A N/A N/A
OC-12 N/A N/A N/A
OC-48 N/A N/A N/A
OC-192 N/A N/A N/A

Sevice ILEC Tariff
Mo-to-Mo

ILEC app ILEC
Pricing Flex

Tariff

ILEC
Pricing Flex

OPP

Mo-to-MO 5/~

Difference
Pricing Flex
On P.1,-p Can

OPP%
Difference

Pricing Flex
On P.4,-a (‘an

liNE rate

DSI. $440 $342 $460 $358 5% 4%Loop&MiN/A
DS3 $3,710 $2,781 $3,710 $2,783 01’. 0% Loop& Mi N/A

DS-0 Digital $175 $140 $186 $149 6% 6%Loop&MIN/A

DS-0 Analog $87 $79 $90 $82 3% 4%Loop & Mi N/A

OC-3 N/A N/A N/A
OC-12 N/A WA N/A
OC-48 N/A N/A N/A
OC-192 N/A N/A N/A

une,watdbaum_0l_ho,xis
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10/8/2002

Company Slate

Qwest North Dakot

Qwest Nebraska

Qwest New Mexico

Comoarison of costs (10-mile Standalone Circuit)

Sevlce ILECTariff
Mo-to-Mo

ILEC app ILEC
Pricing Flex

Tariff

ILEC
Pricing Flex

app

Mo-to-Mo W,
Difference

Pricing Flex
On P0,-p Can

OPP ‘Jo
Difference

Pricing Flex
On P.1,-p Can

liNE rate

DS1 $440 $342 $460 $358 5% 4%Loop&MiN/A
DS3 $3,710 $2,783 $3,710 $2,783 01/. 0%Loop&MIN/A

DS-0 Digital $175 $140 $186 $149 6% 6% Loop&MiN/A

DS-0 Analog $87 $79 $90 $82 3% 4%Loop & Mi N/A

OC-3 N/A N/A
OC-12 N/A N/A
OC-48 N/A N/A

aC-192 N/A N/A

Sevice ILEC Tariff
Mo-to-Mo

ILEC OPP ILEC
Pricing Flex

Tariff

ILEC
Pricing Flex

OPP

Mo-to-Mo %
Difference

Pricing Flex
On 0,4,-p (‘an

%
Difference

Pricing Flex
On P.1,-p Can

liNE rate

DS1 $420 $326 $440 $342 5% 5% 5227
DS3 $3,710 $2,783 $3,710 $2,783 0% 0% $1,677

DS-0 Digital $175 $140 $186 $149 6% 6% MileageN/A

DS-0 Analog $87 $79 $90 $82 3% 4% Mileage N/A

OC-3 N/A N/A N/A
OC-12 N/A N/A N/A
OC-48 N/A N/A N/A

OC-192 N/A N/A N/A

Sevice ILEC Tariff
Mo-to-Mo

ILEC OPP ILEC
Pricing Flex

Tariff

ILEC
Pricing Flex

~pp

Mo-to-Mo ‘Ye

Difference
Pricing Flex
On P.1,-p Can

app %
Difference

Pricing Flex
On P.1,-p Can

liNE rate

DS1 $420 $326 $440 $342 5% 5%Loop & Mi N/A
DS3 $3,710 $2,783 $3,710 $2,783 0% 0% Loop&MiN/A

OS-C Digital $175 $140 $186 $149 6% 6°!, MileageN/A

DS-0 Analog $87 $79 $90 $82 3% 4% Mileage N/A

- OC-3 N/A N/A
OC-12 N/A N/A
OC-48 N/A N/A
aC-192 N/A N/A

une_watdbaum_O1_ho.sis



10/15/2002 Page 4 of 5

10/8/2002

Company Stale

Qwest Oregon

South
Qwest Dakota

Owest Utah

Comoat-ison of costs (10-mile Standalone Circuit)_

Sevice ILEC Tariff
Mo-to-Mo

ILEC aPP ILEC
Pricing Flex

Tariff

ILEC
Pricing Flex

CIPP

Mo-to-Mo 1/s

Difference
Pricing Flex
On Pn,-p Can

app %—

Difference
Pricing Flex
On P.1,-p Can

UNErate

DS1 $420 $326 $440 $342 5% 5% $221
DS3 $3,710 $2,783 $3,710 $2,783 0% 0% $1,082

DS-0 Digital $175 $140 $186 $149 6% 6% MileageN/A

OS-C Analog $87 $79 $90 $82 3% 4% Mileage N/A

OC-3 N/A N/A N/A
OC-12 N/A N/A N/A -

OC-48 N/A N/A N/A
OC-192 N/A N/A N/A

Sevice ILEC Tariff
Mo-to-Mo

ILEC app ILEC
Pricing Flex

Tariff

ILEC
Pricing Flex

OPP

Mo-to-Mo %
Difference

Pricing Flex
On P.4,-p Can

aPP %
Difference

Pricing Flex
On P.1,-p Can

liNE rate

DS1 $440 $342 $460 $358 5% 4% Loop & Mi N/A
DS3 $3,710 $2,783 $3,710 $2,783 0’!, 0% Loop& Mi N/A

OS-C Digital $175 $140 $186 $149 6% 6%Loop&MiN/A

DS-0 Analog $87 $79 $90 $82 3% 4% Loop& Mi N/A

OC-3 N/A N/A N/A
OC-12 N/A N/A N/A
OC-48 N/A N/A N/A
OC-192 N/A N/A N/A

Sevice ILEC Tariff
Mo-to-Mo

ILEC OPP ILEC
Pricing Flex

Tariff

ILEC
Pricing Flex

OPP

Mo-to-Mo %
Difference
Pricing Flex
On P.1,-a Can

app %
Difference

Pricing Flex
On 0,1,-p Cpa

liNE rate

DS1 $420 $326 $440 $342 sy, i.,’.. & Mi WA

DS3 $3,711) $2,783 $3,710 $2,783 0°!. 0%Loop &Mi N/A
DS-0 Digital $875 $140 $186 $149 6% 6%Loop&MIN/A

OS-C Analog $87 $79 $90 $82 3% 4% & Mi N/A

OC-3 N/A N/A

CC-li N/A WA

OC-48 N/A N/A
OC-192 N/A N/A

une..waldbaum_O1_ho.xts
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10/8/2002

Company Slate

Qwesl Washfr.glon

Qwest Wyoming

Comoarison of costs (10-mile Standalone Circuit)

Sevice ILEC Tariff
Mo-to-Mo

ILEC app ILEC
Pricing Flex

Tariff

ILEC
Pricing Flex

oii

Mo-to-Mo %
Difference

Pricing Flex
On Prira Can

OPP %
Difference

Pricing Flex
On P.4,-p Can

liNE rate

DS1 $420 $326 -- $440 $342 5% - 5% Loop &MiN/A
DS3 $3,710 $2,783 $3,710 $2,783 0% 0% Loop &Mi N/A

OS-C Digital $175 $140 $186 $149 6% 6% MilesgeN/A

OS-C Analog $87 $79 $90 $82 3% 4% Mileage N/A

OC-3 N/A N/A
OC-12 N/A N/A
OC-48 N/A N/A

OC-192 N/A I/A

Sevice ILEC Tariff
Mo-to-Mo

- ILEC OPP ILEC -

Pricing Flex
Tariff

ILEC
Pricing Flex

OPP

- Mo-to-Mo I/o
Difference

Pricing Flex
On P.1,-p Can

app %
Difference

Pricing Flex
On P.1,-p Can

UNE rate

DS1 $440 $342 $460 $358 5% 45’ ‘~.oop&Mi N/A
DS3 $3,710 $2,783 $3,710 $2,783 O% 0% Loop&MiN/A

OS-C Digital $175 $040 $186 $149 6% 6% ~p&MiN/A

OS-C Analog $87 $79 $90 $82 3% 4% Loop &Mi N/A

CC-3 N/A WA N/A-

OC-12 N/A - WA N/A
aC-48 N/A N/A N/A

CC-192 N/A N/A N/A

1 DS3: Assumed a 1-mile end-user and POP channel term.

une_waldbaurn_0l_ho.xls
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10/8/2002

Company Stale

SBC:Amerllech tiinois

SBC:Ameritech k~diana

SBCAmertlecfl Michigan

Comparison of costs (10-mile Standalone Circuit)

Sevice ILEC Tariff
Mo-to-Mo

ILEC app ILEC
Pricing Flex

Tariff

ILEC
Pricing Flex

CPP

Mo-to-Mo %
Difference

Pricing Flex
On P.1~pCan

app II.

Difference
Pricing Flex
On 0.1,-a Can

UNE rate

DS1 $974 $346 $974 $371 0% 7% 5201
053 $9,460 $2,480 $9,460 $2,736 0% 10% $1,966

OS-C Digital $250 $141 $268 $158 7% 12% MileageN/A

OS-C Analog $90 $67 $112 $92 24% 37% MileageN/A

OC-3 $7,788 $5,050 $7,788 $5,000 0% -1%
OC-12 $16,848 $8,520 $16,848 $10,720 0% 26%
OC-48 $28,846 $16,000 $28,846 $17,180 0% 7%

CC- 192 N/A N/A

Sevice ILEC Tariff
Mo-to-Mo

ILEC app ILEC

Pricing Flex
Tariff

ILEC

Pricing Flex
OPP

Mo-to-Mo %
Difference

Pricing Flex
On 0,1,-a Can

app ‘/,
Difference

Pricing Flex
On P.1,-a Can

UNErate

DS1 $1,025 $373 $1,025 $392 0% 5% $142
053 $9,750 $2,580 $9,750 $2,830 0% 10% $1,791

OS-C Digital $250 $141 $268 $158 7% 12%Loop&MlN/A

OS-C Analog $90 $67 $112 $92 24% 37%Loop&MiN/A

‘CC-3 $7,788 $5,050 $7,788 $5,000 0% -1%
OC-12 $16,848 $8,520 $16,848 $10,720 0% 26%
OC-48 $28,846 $06,000 $28,846 $17,180 0’!. 7%

OC-192 N/A N/A

Sevice ILEC Tariff
Mo-to-Mo

ILEC app ILEC
Pricing Flex

Tariff

ILEC
Pricing Flex

OPP

Mo-to-Mo I/o
Difference

Pricing Flex
On 0,1,-p Can

app I/o
Difference

Pricing Flex
On 0,1,-p Car,

UNE rate

OS1 $1,002 $361 $1,002 $382 0% 6% $94
DS3 $9,610 $2,530 $9,610 $2,793 0% 10% 5962

OS-C Digital $250 $141 $268 $158 7% 12% Mileage N/A

OS-C Analog $90 $67 $112 $92 24% 37% Mileage N/A

OC—3 $7,788 $5,050 $7,788 $5,000 0% -1%

OC-12 $16,848 $8,520 $16,848 $10,720 0% 26%
OC-48 $28,846 $16,000 $28,846 517,180 0% 7%
CC-192 N/A N/A

unewaldbaum_0l_hoxls
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10/8/2002

Company State

SBC:Amentech Ohio

SBCAmeillech IMsconsin

Notes:

Comparison of costs (iC-mile Standalone Circuit)

Sevice ILEC Tariff
Mo-to-Mo

ILEC app ILEC
Pricing Flex

Tariff

ILEC
Pricing Flex

CPP

Mo-to-Mo %
Difference

Pricing Flex
On 0,1,-a Can

app I/o
Difference

Pricing Flex
On P.1,-p (‘or,

UNE rate

DS1 $1,002 $361 $1,002 $382 0% 6% $184
DS3 $9,610 $2,530 $9,611) $2,793 0% 10% 51,888

OS-C Digital $250 $141 $268 $158 7% 12% Mileage N/A

OS-C Analog $90 $67 $112 $92 24% 37% MilesgeN/A

CC-3 $7,788 $5,050 $7,788 $5,000 0% -1%
OC-12 $16,848 $8,520 $16,848 $10,720 O% 26%
OC-48 $28,846 $16,000 $28,846 $17,180 0% 7%
aC-192 N/A N/A

Sevice ILEC Tariff
Mo-to-Mo

ILEC app ILEC
Pricing Flex

Tariff

ILEC
Pricing Flex

OPP

Mo-to-Mo ‘I,
Difference

pricing Flex
On P.1,-p Can

app so.
Difference

Pricing Flex
On P.1,-p Car,

liNE rate

DS1 $1,025 $373 $1,025 $392 0% 5% $190
DS3 $9,750 $2,580 $9,750 $2,830 0% 10% $2,316

DS-0 DIgItal $250 $141 $268 $158 7% 12% Mileage N/A

OS-C Analog $90 $67 $112 $92 24% 37% Mileage N/A

OC-3 $7,788 $5,050 $7,788 $5,000 0% -1%
CC-12 $16,848 $8,520 $16,848 $10,720 0% 26%
CC-48 $28,846 $16,000 $28,846 $17,180 0°! 7%
aC-192 N/A WA

1 Fixed mileaQe rates in the tariff were doubled as they are In ABC: Ameritech’sbilli~.
2 aC-n must be purchased as an CPP, when the OPP expires, monthly extension rates are charged. The Tariff prices

used these monthly extensIon rates.
3 DSO-Diqital, used BaseRate orices.

une_waidbaum_O1jto.sts
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10/8/2002

Comoarisonof costs (10-mile Standalone Circuit)
Company State

SBC: Pac Bell California

Sevice ILEC Tariff
Ma-to-Mo

ILEC OPP ILEC
Pricing Flex

Tariff

ILEC
Pricing Flex

OPP

Mo-ta-Mo %
Difference

Pricing Flex
to Prir~ (~r.

OPP%
Difference

Pricing Flex
to Prit-p (Thrs

UNErate

DS1 $398 $275 $411 $340 3% 24% $231
DS3 $5,680 $2,480 $5,810 $2,750 2% 11% LoopN/A

DS-0 Digital $155 $155 $194 $194 25% 25% $73

DS-0 Analog $75 $75 $86 $86 15% 15% $73

OC-3 N/A N/A
OC-12 N/A N/A
OC-48 N/A N/A

OC-192 N/A N/A

une_waldbaum_C1_ho.xls
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10/8/2002

Company Slate

SBC:SWBT Arkansas

SBC:SWBT Kansas

SBC:SWBT Missouri

Cr,n,np,1cr,nnF,-r,pOp tlfln,41p C%.-,-,ilOi

Sevice ILEC Tariff
Mo-to-Mo

ILEC aPP 1LEC
Pricing Flex

Tariff

ILEC
Pricing Flex

OPP

Mo-to-Mo %
Difference

Pricing Flex
On 0,1,-p ron

app %
Difference

Pricing Flex
On 0,4,-p ron

UNErate

DS1 $57’ $26: $588 $368 2°! 39°/ $258
DS3 $5,525 $2,604 $5,625 52,85 2°/ 101/ LoepN/A

DS-0 Digital $163 $104 $198 $14 21°/ 36°! $1136

DS-0 Analog $82 $63 $108 $81 33’! 29% 510

OC-3 $It,051 $5,404 N/A N/A
OC-12 $26,034 $14,904 N/A N/A
OC-48 N/A N/A

OC-192 N/A N/A

Sevice ILEC Tariff
Mo-to-Mo

ILEC ~ ILEC
Pricing Flex

Tariff

1LEC
Pricing Flex

OPP

Mo-to-Mo %
Difference

Pricing Flex
On 0,4,-a ran

OPP %
Difference

Pricing Flex
On ~ Can

UNE rate -

PSi $57’ $265 $58 $36 2°/ 391/ 5258
DS3 55,52: 52,604 $5,625 $2.85 2! 101/ Loop&MiN/A

DS-O Digital $163 $104 $19 $14 21° 36% $10

05-0 Analog - S8 $63 $108 $81

1LEC
Pricing Flex

OPP

33°!

N/A
N/A
N/A
N/A

Mo-to-Mo %
Difference

Pricing Flex
In 0,1,-p Con

2°!
2’!

21°!

291

N/A
N/A
N/A
N/A

app %
Difference

PrIcing Flex
In P,1~aCan

371/
10°/
36°!

$10

UNErate

$29.4
J.cop&M1N/A

$58

CC-3 $11,054 $5,401-

aC-12 $26,034
-

$14,904
OC-48

OC-192

Sevice ILEC Tariff
Mo-to-Mo

0LEC OPP ILEC
Pricing Flex

Tariff

DS1 $57 $265 $58 $36
DS3 $5,525 $2,604 $5,625 $2.85

OS-C Digital $163 $113 $198 $144

OS-C - Analog $8: $63 $108 $81 33’! 29°! $58

OC-3 511,05 55,40 N/A N/A
OC-12 $26,031 $14,904 N/A N/A
OC-48 N/A N/A

OC-192 N/A N/A

une_waidbaum_01,ho.xis
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10/8/2002

Company Stale

SBC:SWBT Oklahoma

SBC:SWBT Texas

/1 fl_n,4lo

Notes: 1 OC-n not offered at month-to-month rates, used i-year tei’rn plan for Tariff ps-icing

Sevice ILEC Tariff
Mo-to-Mo

ILEC app ILEC
Pricing Flex

Tariff

ILEC
Pricing Flex

~

MO-to-MO %
Difference
Pricing Flex
Or, P,1~pCan

OPP I/o
Difference

Pricing Flex
On 0,1,-p ron

UNE rate

DS1 $57 $265 $588 $36 2°! 39’! $43

DS3 $5,525 $2,~0 $5,625 $2.55 2’,’ 101/ ‘.oopN/A
DS-8 Digital $163 - $10 $198 $14 2W 361/ $13

DS-0 Analog $8 $63 $108 $81 33’! 29°! 513

~3 $i~L9~ $540 N/A N/A
OC-12 $26,03 514,90 N/A N/A
OC-48 N/A N/A

OC-192 N/A N/A

Sevice 1LEC Tariff
Mo-to-Mo

ILECapp ILEC
Pricing Flex

Tariff

ILEC
Pricing Flex

OPP

Mo-to-Mo %
Difference

Pricing Flex
P,l~pCan

OPP‘I,
Difference

Pricing Flex
In 0,1,-p ran

UNErate

OS1 $57’ $26 $57 $36 0’! 36°! $245
0S3 $5,52 $2,613 S5,62 $2.85 21/ 10°! l-o~p&MiN/A

DS-0 Digital $163 $10 $19 $14 21°! 36°! $5

DS-0 Analog $8 $63 $10 $81 33~/ 291 $5

OC-3 $11,054 $5,413 N/A N/A
OC-12 $26,034 $14,913 N/A N/A
OC-48 N/A N/A

OC-192 N/A N/A

unawsidbaamollroxls
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10(8/2002

Corr9lany State

VerlzOn:
8eli Allansc.
Noes Noise

Verizon:
BeOAlIanllc- New
O4odh Hampshire

Venizors-
Bell Mans,-
Noes Venmoal

Comparison of costs (10-mile Standalone Circuit)

Sevice ILEC Tariff
Mo-to-Mo

ILEC app ILEC
Pricing Flex

Tariff

ILEC
Pricing Flex
- ~

Mo-to-Mo %
Difference

Pricing Flex
on n,i,-r, ran

app %
Difference

Pricing Flex
In 0,1,-p Can

UNE rate

DS1 $801 $521 $915 $595 14% 14°! $291
053 $6,126 $3,982 $6,5Ol 53,982 6% 09-’ $2,283

DS-0 Digital $209 5167 $274 $219 31% 31% MilesgeN/A

09-0 Analog $182 $146 $241 $193 32% 329- MileageN/A

OC-3 N/A N/A
OC-12 N/A N/A
OC-48 N/A N/A

OC-i92 N/A N/A

Sevice

PSI.
DS3

DS-0 Digital

ILEC Tariff
Mo-to-Mo

$801

$6,126
$209

ILEC app

$521
$3,982

$167

ILEC
Pricing Flex

TarIff

$9l~
$6,501

$274

ILEC
Pricing Flex

OPP

$595
53,982

$219

Mo-to-Mo %
Difference

Pricing Flex
In 0,1,-a Ca,,

14%
6%

31’)

app %
Difference

Pricing Flex
O~P.1,-a Con

14%
0°!

319

UNE rate

533
$2,089

MileageN/A

OS-C Analog $182 $146 $241 $193 32% 32’) MileageN/A

OC-3 N/A N/A
OC-12

~________

N/A
-

N/A
OC-48 N/A N/A

aC-192 N/A N/A

-- Sevice

DS1
0S3

OS-C Digital

ILEC Tariff
Mo-to-Mo

$801
$6,126

$209

ILEC app

$521
$3,982

$167

ILEC -

Pricing Flex
Tariff

$91S
$6,501

$274

ILEC
PrIcing Flex

OPP

$595
53,952

$219

Mo-to-Mo I/o
Difference

Pricing Flex
I.’~p.1,-a ran

14%
69

31%

aPP %
Difference
Pricing Flex
In p.1,-a ran

14%
0%

31%

UNE rate

$181
$2,124

MileageN/A

OS-C Analog

OC-3
OC-i2
OC-48

OC-192

$182 $146 $241 $193 32%

N/A
N/A -

N/A

32%

N/A
N/A
N/A

Mileage N/A

N/A N/A

unewoldbaumolj.oohi
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Nolan: 1 053 Channel Term arepriced based on the number of 053 channels, both channel terms and entrance facIlities,
from the specific LEC ISO tothe specifIccustomer designated premises. Used count of 25+ (AT&T’s modal
value, near the iowest value’) for the POP channel term rate and cm,nt of’) (hiohest rate’) for theend-user,

2 D$Q-DiQitai. used Digipath 11 or-Ices.

Comparison of costs (10-mile StandaloneCircuit)

10(8/2002

Company Slats

Veizon:
Bell Aliathc-
North Massachusetts

Verlzon:
Ben Atlantic-
Norlh Rhode Island

Venzon:
Bell Manllc-
North New York

Sevice ILEC Tariff
Mo-to-Mo

ILEC OPP ILEC
Pricing Flex

Tariff

ILEC
Pricing Flex

~

Mo-to-Mo %
Difference

Pricing Flex
On D,1,-p C~n

aPP%
Difference
Pricing Flex

On 0,1,-a Con

UNE rate

051 5729 $474 $780 $507 7°! 7% $28(
DS3 $5,785 53.760 $6,126 $3,760 6°! 0% 52,904

OS-C Digital $209 $167 $274 $219 31% 31%MileageN/A

DS-C Analog $182 5146 5241 $193 32% 32% Mileage N/A

OC-3 N/A N/A
OC-12 N/A N/A
OC-48 N/A N/A

OC-i92 N/A - N/A

Sevice

PSI
053

OS-C Digital

ILEC Tariff
Mo-to-Mo

$801
$6,126

$209

ILEC app --

$521
$3,982

$167

ILEC -

PrIcIng Flex
Tariff

$915
$6,501

$274

ILEC --

Pricing Flex
app

$595
$3,987

$219

Mo-to-Mo %
Difference

Pricing Flex
In P.1,-a Can

14%
63’

31%

OPP % - UNE rate
Difference -

Pricing Flex
Or, D.l~wCon

14% 5435
0% $2,551

3l%MiieageN/A

OS-0 Analog

OC-3
aC-12
aC-48

$182 $146 $241 $193

ILEC
Pricing Flex

app

5466
53,79/1

$212

32%

N/A
N/A
N/A
N/A

Mo-to-Mo %
Difference

Pricing Flex
On P.1,-a (‘a,,

7’,
6’)

27%

321

14/A
N/A
N/A
N/A

app %
Difference

PricIng Flex
In 0,1,-. ran

MiieageN/A

UNE rate

OC-192

Sevice

DSI
DS3

05-0 Digital

ILEC Tariff
MO-to-Mo

$671
$5,785

$209

ILEC ~

$4301
$3,760

$167

ILEC
Pricing Flex

Tariff

$716
56,126

$266

7’ $27:
0% $2,511’

27% Mileage N/A

OS-C Analog 5182 $146 $241 $193 32% 32% Mileage N/A

una_waldbaumOljro.nls
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Comparison of costs (10-mile Standalone Circuit)

10(8/2002

Company

Veslzon:
Bet Atlantic-
Sooth

Verizon:
Bet Atlantic-
South

Venzon:
Bell Atlantic-
South

Slate

Delaware

New Jersey

Pennsylvania

Sevice ILECTariff
Mo-to-Mo

ILEC aPP ILEC
Pricing Flex

Tariff

ILEC
Pricing Flex

CPP

Mo-to-Mo %
Difference

PricIng Flex
Or, Drt,-w Con

app %
Difference

Pricing Flex
In 0,1,’. Can

UNE rate

OS1 $657 $405 $780 $469 19% 16% 527-

0S3 $6,143 $3,993 $6,881 54,046 121’ 1% 5598
09-0 Digital $320 $173 $409 $222 28°! 28% $48

OS-C Analog $109 $93 $148 $125 37’A 35% $45

OC-3 N/A N/A
OC-12 N/A N/A
OC-48 N/A N/A

CC- 192 N/A N/A

- Sevice ILEC Tariff
Mo-to-Mo

ILECapp ILEC
Pricing Flex

Tariff

ILEC
Pricing Flex

CPP

5460
54,046

$222

Mo-to-Mo %
Difference

Pricing Flex
On Drt~~ran

19%
12%
28%

app %
Difference

Pricing Flex
on P.1,-a Can

16%
1°!

28%

UNE rate

$17
$1,957

$5~

DS1 $657 5405 $7s0
053 $6,143 $3,991 $6,881

OS-C Digital $320 $173 $409

D5-0 Analog

OC-3 -

OC-12
- aC-48

aC-192

$109

~________

$95 $148 $125 37%

N/A
N/A
N/A
N/A

35%

N/A
N/A -

N/A

55

N/A

Sevice 1LEC Tariff
Mo-to-Mo

ILEC OPP ILEC
Pricing Flex

Tariff

ILEC
Pricing Flex

CPP

5469
54,046

5222

Mo-to-Mo %
DIfference

Pricing Flex
In P.1,-a Can

19”!

12%
28%

app %
Difference
Pricing Flex
In P.4,-. Ca,,

16%

1%
28%

UNE rate

5277
$2.49

55

OS1 $657 $405 $750
DS3 $6,143 $3,993 $6,$$l

OS-C Digital $320 $173 $409

OS-C Analog $109

CC-12

$93 $148 $125 37% 35% $5

,pe_wstsbaum_O1_hooic
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Company Stale

Varlzon:
BenAtlantic-
South Maryland

Veizon
Bell Atlantic-
South Vkgbda

Venzon:
Bell Atlantic-
South DC

10(8/2002

Cl,-,’, II’)

Sevice

-___________

DS1
DS3

09-0 Digital

ILEC Tariff
Mo-to-Mo

$657
$6,143

$320

ILEC app

$406
$3,993

$173

ILEC
Pricing Flex

Tariff

$780
$6,881

$409

ILEC
pricing Flex

CPP

$464
$4,046

$222

Mo-to-Mo %
Difference

PricIng Flex
In P.S,. Can

19%
12%
28%

app %
Difference

Pricing Flex
Pr, 0,1,-. Can

16%
1%

28%

UNErate

526
551

$5

05-0 Analog

CC-3
OC-12
CC-48

CC-192

Sevice

$109

ILEC Tariff
Mo-to-Mo

$93

ILEC OPP

$148

ILEC
Pricing Flex

Tariff

$125

ILEC
Pricing Flex

OpP

37%

N/A
N/A
N/A
N/A -

Mo-to-Mo %
Difference

Pricing Flex
In Drt,-. Can

35%

N/A
N/A
N/A
N/A

app %
Difference

Pricing Flex
On P.1,-a Can

558

UNErate

051 $657 $405 $780 $469 19’S 16% $25
053 $6,143 $3,993 $6,881 54,046 12’) 11’ 5605

OS-0 Digital $320 $173 $409 $222 28% 281 $54

OS-C Analog $109 $93 $149 $125 373 35% $54

OC-3 N/A N/A
OC-12

1LEC
Pricing Flex

Tariff

1LEC
Pricing Flex

OPP

N/A
N/A
N/A

Mo-to-Mo ‘hI
Difference

Pricing Flex
On 0,1,-a (‘~n

N/A
14/A
N/A

OPP %
Difference
Pricing Flex
On 0,1,-a Can

UNErate

OC-48
OC-192

Sevice ILEC Tariff
Mo-to-Mo

IIEC app

DS1 $657 $405 $780 5469 19% 16% $39

O$3 $6,143 53.995 $6,881 $4,046 12% 1% 52,41
OS-C Digital $320 $173 $409 $222 28% 283’ $7

OS-0 Analog $109 $93 $148 5125 37% 35% $7

CC-3 N/A N/A
OC-12 N/A N/A
OC-48 N/A N/A

aC-192 N/A N/A

unewaldbaom_01_bo.nls
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Company

Verlzon:
Bell Allsntc-
Sooth

10/8/2002

Slate

WoolV,rginia

Cnmnflrlcnn

Notev:

Sevice ILEC Tariff
Mo-to-Mo

ILEC OPP ILEC
Pricing Flex

Tariff

ILEC
Pricing Flex

app

Mo-to-Mo %
Difference

Pricing Flex
~

OPP ‘/a
DIfference
Pricing Flex
I-n Prl~OCan

UNErate

DS1 $657 $405 $780 $469 l9% 16% $275
DS3 $6,143 $3,593 $6,881 $4,046 12% 1% 5798

05-0 Digital $320 $173 $409 5222 20% 28% $5

OS-C Analog $109 $93 $148 $l25 37% 35% 53

OC-3 N/A N/A
OC-12 N/A N/A
OC-48 N/A N/A

CC-192 N/A N/A

1 053 Channel Term are priced based on the number of DS3channels, both channel terms and entrance facilIties,
front thespecifIc IEC ISO to the specific customer designated premises. Used count of25+ (AT&T’s modal
value, near the lowest value’) for the POP channel term rate and count of 1 (hiohest rate’) for the end-user,

one_weldbaum,Oljio.xts



I, M. Joseph Stith, declareunderpenalty ofperjurythat the foregoing is trueand
correct.

£1 --

M. JosephStith

Executed on October 2002. LINDA A. ESPOSITONOTARY PUBLIC OF NEW JERSEYMy Commission Expires Sept.18, 2006
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Before the
FEDERALCOMMUNICATIONSCOMMISSION

Washington D.C. 20554

)
In the Matterof )

)
AT&T Corp. )

) WC DocketNo. 02-
Petition for Rulemaking To Reform )
Regulation Of Incumbent Local Exchange )
Carrier Rates For Interstate Special )
AccessServices )

_____________________________________________________________________ )

DECLARATION OF KENNETHTHOMAS

1. My name is Kenneth Thomas. I am Local and AccessManagementBusiness

DevelopmentVice Presidentat AT&T Corp. (“AT&T”). I havepreviousexperiencein

sales,marketing,networkplanningandnetworkengineering. I haveaBS in Marketing

from KeanCollege.

2. Oneof my responsibilitiesat AT&T is to leada teamthat is chargedwith identifying

and negotiatingfacilities-basedalternativesto the incumbentlocal exchangecarriers’

(“ILEC”) accessservices. AT&T prefersto obtain accessservicesfrom sourcesother

than the monopoly ILECs, and my team has invested great effort to find such

alternatives.

3. Very few such alternativesexist. Today, AT&T serves approximately 186,000

buildingsusing specialaccessservices. Of that 186,000,approximately6,000 buildings

are servedusing AT&T’s facilities, and anotherapproximately3,700 buildings are

served by CLECs. AT&T must rely on the ILECs’ special accessservicesfor the



remainingbuildings. In otherwords,AT&T reachesonly about5% of thebuildingsit

servesby using its own orCLEC facilities (in whole or in part).

4. AT&T looks to two principalalternativesfor accessservices. First, wheneverpossible,

AT&T obtainsfacilities-basedconnectivityto end-userbuildings from s Local

NetworkServices(“LNS”). As AT&T hasexplainedin detail in declarationsfiled in

theTriennialReviewproceeding,LNS is ableto establishconnectivityto only a small

fraction of buildings. As thosedeclarationsdemonstrate,AT&T servesonly about

6,000 buildingsthroughits own facilities, which representsa small percentageof the

Ti equivalentsAT&T serves. Moreover, in a substantialpercentageof cases,those

facilities arein a “fiber to thefloor” arrangement— i.e., thosefacilities cannotbe used

todayto serveothercustomersin thosesamebuildings. SeeReviewoftheSection251

UnbundlingObligationsofIncumbentLocalExchangeCarriers, eta!.,CC DocketNos.

01-339et al., Commentsof AT&T, Declarationof Michael E. Lesherand RobertJ,

Frontera,¶IJ 16-30,33-36,41-43(flied April 5, 2002); id, ReplyCommentsofAT&T,

DeclarationofAnthony FeaandAnthonyGiovannucci,¶11 59-68(filed July 17, 2002).

Thus, evenin the6,000 buildingsin which AT&T hasfacilities, AT&T still mustrely

in parton ILEC specialaccessservicesin mostcases.

5. If AT&T’s LNS doesnot havea facilities-basedconnectionto abuilding, AT&T seeks

facilities-based connections from other competitive local exchange carriers (“CLECs”).

My team has investigatednumerousCLECs’ facilities-basedofferings, andAT&T has

enteredinto agreementswith a numberof CLECsthat meetAT&T’ s criteriaofservice

quality, performancemeasures,and cost effectiveness. AT&T has entered into

2



agreements with virtually every major CLEC, including MFS/WorldCom, Adelphia,

and Time Warner.

6. TheseCLECs, however, haveestablishedalternativefacilities to a small fraction of

buildings. Indeed, these CLECs together offer AT&T accessto an additional

approximately14,000buildingsnationwide,andAT&T actuallypurchasessomeaccess

servicesfrom theseCLECsto about3,700buildings. Thus, AT&T achievesat least

partial bypassof the ILECs’ specialaccessservicesin about 5% of the buildings in

which it purchasesspecial access.’ Moreover, AT&T uses CLEC special access

facilities for only avery smallpercentageofits totalTi equivalents.

7. AT&T cannotuse CLECs, however,to expandthe numberof buildings in which it

bypassestheILEC to any meaningfuldegree. Significantly, theseCLECs do not offer

accessto most of the buildings where AT&T currently purchasesfour or more Ti

equivalentsfrom an ILEC. Thus, even within the subsetof commercial buildings

where AT&T purchasesfour or moreTI equivalentsform theILEC, AT&T couldnot

replacethevast majority ofthosespecialaccessserviceswith specialaccessservices

purchasedfromCLECs.

8. Moreover, evenwhere AT&T hasa contractual arrangementwith a CLEC, AT&T

often cannotuse that CLEC to provide accessservices. First, many CLECs have

overstatedthe extentto which they havebuildings “on-net.” As notedabove,AT&T

hascontractualarrangenientswith manyof themajorCLECsfor theright to purchase

special accessservicesto any buildings in which they have facilities. In AT&T’s

My dataarecurrentasofMarch 2002.
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experience,manyoftheseCLECsinitially representedthat they hada certainnumber

of buildings “on-net,” but whenAT&T seeksto roll serviceto their network, AT&T

finds that the CLECsactuallyrely on the ILEC~ specialaccessservicesto reachthe

building. In otherwords,althoughCLECsfrequentlystatethattheyhavean impressive

numberofbuildings“on-net,” in AT&T’s experiencethat oftenmeansthat theCLEC is

providingonly someportion ofthe serviceover its own facilities (i.e., that CLEC has

deployedafiberring).

9. Second,mostof themajorCLECs that providealternativeaccesshavegonebankrupt.

Of thebuildingsavailableto AT&T thatareservedby CLECsotherthanAT&T, more

than half of them are servedby companiesthat have filed for bankruptcy. The

widespreadbankruptciesof thesecompanieshavemadetheir accessserviceslargely

unavailableto AT&T, becauseAT&T cannotassumethat a bankruptsupplierwill

remainin businessandcontinueto provideuninterruptedservice.

10. Equally important,AT&T’s potential customersare increasinglyinsisting that AT&T

not rely on bankrupt (or potentially bankrupt) CLECs for any part of its service.

Indeed,this hasbecomeincreasinglytruesincethe recentbankruptcyof WorldCom.

lii. Third, capacityon CLEC networksalso can be expensive,becauseCLECs typically

provide only a modestdiscountoff of the priceumbrellaof theBells’ specialaccess

services. Even worse, use of a CLEC’s network often requires physically

interconnectingwith CLECs’ facilities, which often posescostly logistical and other

practical problemsthat do not exist with the ILECs, becauseof the ILECs’ large

integratednetworks.
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12. The hard reality is that AT&T and other IXCs remaincritically dependentupon the

ILECs for last mile access and this situation cannotbe expectedto changeanytime

soon. AT&T today purchases special accessto approximately 186,000 buildings

nationwide,but AT&T currently hasevena theoretical facilities-basedalternativein

only a small fraction of those buildings. And as explainedabove, even that is

overstated,sincemanyof thesebuildingsor (portionsof thesebuildings)are off limits

to AT&T becauseofbankruptcies,fiber to the floor arrangements,and the like. As a

result, in thevast majority ofcases,AT&T hasno choicebut to purchasespecialaccess

servicesfrom theincumbent.
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1, KennethThomas, declareunderpenaltyof perjury
correct.

Executed on October I~.5 2002.

KenuethThomas
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